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Preface

It has been a year since we published the first
Competitiveness Report on the Turkish Cypriot economy,
and we are proud to present the second one this year,
again at the same time as the World Economic Forum's
40th Annual Meeting is being held in Davos, Switzerland.
The Competitiveness Report provides a different
perspective of looking at our economy as it highlights
where our economy stands vis-a-vis other economies in
the areas of infrastructure, health and education, financial
and goods markets, technology as well as labor markets.
As competitiveness impacts productivity and standard of
living, the report also demonstrates where our economy is
compared with the rest of the world from this perspective
as well.

With this report, our objective is to use World Economic
Forum’s methodology to analyze and understand the
strengths and weaknesses of our economy. Because
competitiveness is a relative concept, or in other words,
it implies comparison, this analysis enables us to see how
our economy compares with other economies around the
world. With this report, we are able to identify what the
different stakeholders in the Turkish Cypriot economy need
to do in order to be better able to bring our products and
services to market in a globalized world by focusing on
value and quality. We would also like to use the study to
help enhance our economy’s ability to be prepared for a
possible reunification of the island as well as to better use
the opportunities offered by such a fair and sustainable
settlement in Cyprus.

As you will read, the message in this year's report is similar
to that of the last year: there are deep structural problems
in our economy that need immediate attention. We have
a long list of measures to implement in order to be able
to create an economic system that can stand on its own
feet. Above all, we need a long-term economic vision, the
contribution of different stakeholders to the creation of this
vision, and a consensus by all stakeholders on the steps
to be taken to reach this vision. If we cannot agree on a
common vision and a roadmap to reach it, we cannotreach
this vision; we will be like a carriage pulled into different
directions by the horses in front of it.

Our institutions are inefficient; our financial markets face
serious challenges; our infrastructure is insufficient;
and we are not advanced in R&D. Our macroeconomic
instability is the most significant obstacle to achieving
a sustainable economic growth. The fact that we went
up in the competitiveness rankings from the 117th place
last year, to the 99th place this year, unfortunately does
not mean that our economy is improving. This change in

ranking is also due to other economies around the world
experiencing more severe effects of the global economic
crisis than the Turkish Cypriot economy, leading to a
relatively larger decline in their competitiveness scores.

It is important to underline the fact that independent
from the rankings, our macroeconomic indicators have
worsened. All things aside, as a society with such a high
level of education it is unacceptable that we lag behind 98
other economies. It is not impossible for our economy to
excel in sectors of higher education and technology and
become competitive in international markets. We have
highly educated population, rich historical and natural
heritage, and several higher educational institutions and
techno-parks that provide the necessary foundation to
become competitive in services sectors.

The current political situation in Cyprus and years of
isolation from the world markets are factors beyond our
control. However, the political situation should not deter
us from improving our economy in those aspects that
we can control. This report not only provides us with an
assessment of our economy’s current situation but also
provides a roadmap with specific recommendations for
becoming a more successful and efficient society.

I would like to take this opportunity to thank Dr, Mustafa
Besim, the author of this year's Competitiveness Report,
and commend him for producing a report that presents the
condition of our economy and provides recommendations
in the most comprehensive manner that appeals to all
stakeholders, including the authorities, private sector,
labor unions, and academia. As an academic who has
worked on these issues for years, Dr. Besim’s analysis and
conclusions are invaluable for our economy.

I would like to thank our strategic partners on
Competitiveness, the Investment Development Agency
(YAGA) and the State Planning Organization (DPO) for their
significant contribution to the development of this report.
| also extend my gratitude to our Chamber’s professional
staff working on this report as well as the USAID-funded
EDGE Project for their invaluable support in this process.
As the Turkish Cypriot Chamber of Commerce, we will
continue to do our utmost to be able to achieve a better
standard of living for our community.

Sincerely,

Giinay Cerkez
President, Turkish Cypriot Chamber of Commerce
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Executive
Summary

Increased global interdependence has highlighted the
importance of the competitiveness dialogue in both
developed and developing economies. The success of an
economy in international markets depends on its effective
and efficient use of resources, while the economy’s
increase in competitiveness directly contributes to the
generation of higher income and standards of living. As
a result, economies are seeking knowledge to better
understand their advantages and disadvantages when
competing globally so that they can design and implement
targeted policies aiming at creating prosperity in their
community.

The second annual competitiveness assessment of the
Turkish Cypriot economy was conducted in 2009, following
the World Economic Forum methodology to derive the
Global Competitiveness Index. The assessment consisted
of a comprehensive business opinion survey and an
analysis of published statistical data that resulted in an
overall index for the Turkish Cypriot economy of 3.66 out
of 7.00, an increase from the index of 3.43 achieved in
the previous year. For the sake of comparison, this index
positions the Turkish Cypriot economy in the 99th place out
of 134 economies, an increase from the 117th place a year
ago.

Under the WEF methodology, the participating economies
are classified across three stages of development based
on their level of GDP per capita and natural resource
endowment, resulting in factor-driven, efficiency-driven or
innovation-driven economies. This classification allows for
assigning different weights to each competitiveness factor
when determining an economy’s overall competitiveness
index. The Turkish Cypriot economy continues to be
classified as an “efficiency-driven” economy. Although
an improvement in the overall ranking has been noted,

the current rank nevertheless indicates that the overall
competitiveness of the Turkish Cypriot economy is
comparable to “factor-driven” economies with a
significantly lower per capita income, such as those of
Kenya, Nigeria, Tanzania and Pakistan.

The report identifies the most important barriers to
the Turkish Cypriot economy’s competitiveness as
follows: small size of its market, limited financial market
sophistication, deep-seated structural macroeconomic
weaknesses and instability, unsophisticated businesses,
and inefficient goods market. However, there are areas
in which the Turkish Cypriot economy is faring favourably,
such as health and primary education, technological
readiness and higher education and training.

In comparison to the prior year's competitiveness
assessment, Turkish Cypriot economy made progress
across all areas other than macroeconomic stability and
financial market sophistication. The macroeconomic
stability was worsened by a further increase in budget
deficit, public debt and worsening inflation, highlighting a
fragile macroeconomic foundation and inefficient public
finances unable to support sustainable economic growth.
Limited access to finance continues to be a key issue for
businesses. The areas that recorded the highest level of
progress include access to innovation, increase of market
size and technological readiness.

The report provides a comprehensive discussion of
possible reform measures to remove the barriers to
the competitiveness of the Turkish Cypriot economy.
While some of the barriers are related to unresolved
political issues, the Turkish Cypriot community can
markedly improve the competitiveness of its economy —
independently from and in anticipation of the solution of

Competitiveness Report on the Turkish Cypriot Economy 2009-2010

the political issue - by implementing comprehensive and
targeted reforms. These may include:

e Increase market efficiency and productivity by improving
free market conditions

e Increase resources in the economy by improving
financial market efficiency

» Achieve macroeconomic stability by institutionalizing
macroeconomic management and restructuring tax
policy

e Gain micro level inprovements by enhancing private
sector capacity for development

e Improve labor market efficiency by minimizing public
sector intervention in the labor market and by developing
educational programs in collaboration with the
universities based on market needs

e Improve the physical infrastructure by expanding public-
private partnerships

e Increase public sector efficiency by increasing
transparency, enhancing public servants skills, and
introducing performance-based pay

e Harmonize regulations to accelerate the adoption of EU
acquis communitaire.

With the right management, the existing factors of
production and human resources of the Turkish Cypriot
economy can be utilized more productively to make the
economy stronger and more competitive. Active steps
need to be taken by the whole of the Turkish Cypriot
community to support such economic reform measures.
For this purpose, a multi-stakeholder forum needs to be
established to promote the public-private dialogue among
the public authorities, businesses, unions, educational
institutions and other stakeholders in reaching a common
vision and reform roadmap. This will notonlyincrease their
responsibility and accountability but also ensure efficiency
in the design and implementation of needed policies. In
this sense, this competitiveness study and report may be
considered as the first vital step in the establishment of
informed public-private dialogue.

Competitiveness Report on the Turkish Cypriot Economy 2009-2010
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Turkish Cypriot Economy

Key Indicators

Total population (thousands), 2008
GDP (USS millions), 2008..........ccoeeverreeermrrecrrereeerseseeesssseeeens

GDP (current prices) per capita, 2008...........ccccoeerereerreennnee 16,005
GDP (PPP) as share (%) of world total, 2008...................... 0.0065

GDP (PPP USS$) per capita, 1980-2008

40,000 [ o TcC O OECD |

30.000 M___’W‘i
20,000 oo —
10,000 W

Global Competitiveness Index

Rank Score

(out of 134) (1-7)
Global Competiveness Index 2009-2010................... 99 3.66
Basic Requirements 88 4.06
st pillar: INStHULIONS......ocoveeeereereeree e 88 3.55
2nd pillar: Infrastructure............... .91 3.03
3rd pillar: Macroeconomic stability.........cccccooveeneenee. m 3.88
4th pillar: Health and primary education................... 42 5.78
Efficiency Enhancers 108 3.44
5th pillar: Higher education and training.................. 70 3.90
6th pillar: Goods market efficiency..........ccoecneenennn. 109 3.74
7th pillar: Labor market efficiency........ccooeeonenceneennee 90 415
8th pillar: Financial market sophistication................ 128 3.02
9th pillar: Technological readingss........coccoveereeneeenee 46 4.14
10th pillar: Market Size.......c.cccvveeveeneenneeneeneiseeneeereenne 130 1.7
Innovation and sophistication factors 3.15
11th pillar: Business sophistication............cceeeveveenae 3.36
12th pillar: INNOVAtION......ccereeeeercee e 2.94

1 Transition Transition
1-2 2-3

Factor driven Innovation driven

Efficiency driven

Financial market sophistication Goods market efficiency

Labour market effeciency

—-O0—TCC —O— Efficiency-driven economies (incl. TCC)

*These ecnomies include: Bosnia Herzegovina, Brazil, Bulgaria, China,
Colombia, Costa Rica, Dominican Republic, Ecuador, El Salvador,
Jordan, Macedonia FYR, Malaysia, Mauritius, Namibia, Panama, Peru,
Serbia, South Afrcia, Suriname, Thailand, Tunusia, Ukraine

The most problematic factors for doing business

Access to financing

Ineffecient government bureaucracy
Inadequately educated work force
Policy instability

Inadequate supply of infrastructure
Tax regulations

Tax rates

Government instability / coups
Foreign currency regulations
Inflation

Crime and theft

Restrictive labour regulations

Poor ethic in the national labour force
Corruption

Poor public health

100 150 200
Weighted Score

Note: From a list of 15 factors respondents were asked to select the five most problematic for doing business and to rank them between 1 (most problematic) and 5. This
differs from the World Economic Forum’s Economy Profiles by providing a score based on the weight of each response rather than the percentage of total responses.
Respondents ranking a particular item a 1 were given a multiplier of 5 while those ranked a 5 received a multiplier of 1.

This is not a publication of the World Economic Forum
Wording, formats and methodology are from The Global Competitiveness Report © World Economic Forum

Turkish Cypriot Economy

The Global Competitiveness Index

INDICATOR RANK/134

1st pillar: Institutions

1.01 Property rights............... 104.........
1.02 Intellectual property protection.........cceerrereeereserereereenens 101.........
1.03 Diversion of public funds
1.04 Public trust of politicians
1.05 Judicial INdEPENdENCE......c.vveirrreierereceesreeiessisesiesnene
1.06 Favoritism in decisions of government officials.
1.07 Wastefulness of government spending.
1.08 Burden of government regulation..........c.cc.....

1.09 Efficiency of legal framework in setting disputes....
1.10 Efficiency of legal framework in challenging regulations....... 85......... |
1.11 Transparency of government policymaking........ccc.coeceveeeneunene 96......... |
1.12 Business costs of terrorism
1.13 Business costs of crime and violence
1.14 Organized crime
1.15 Reliability of police services
1.16 Ethical behavior of firms........c.ccoocneevcenniens
1.17 Strength of auditing and reporting standards
1.18 Efficacy of corporate boards
1.19 Protection of minority shareholders’interests..........cccccveuveunee. 121.........

2nd pillar: Infrastructure

2.01 Quality of overall infrastruCture........ccoveeeeeeeeveceseveessesessesesis 9......... |
2.02 Quality ofroads
2.03 Quality of railroad infrastructure..
2.04 Quality of portinfrastructure.........oeeecueeveeevesveeesereesse s
2.05 Quality of air transportinfrastructure
2.06 Available seat KM ...
2.07 Quality of electricity SUPPIY....ccceveeveeereeeeeeseeeeeeeer e 116.........
2.08 Telephonelines* KX T |

3rd pillar: Macroeconomic stabhility

3.01 Governmentsurplus/deficit* 132

3.02 National SaviNgs rate™.........ccooc.ooeveveeeevsesessessseesssssessseessseesssons 89......... |
3.03 Inflation*

3.04 Interestrate spread*.
3.05 Government debt*

l Competitive Advantage

Competitive Disadvantage

6.10 Trade-weighted tariff rate*
6.11 Prevalence of foreign ownership....
6.12 Business impact of rules on FDI
6.13 Burden of customs procedures
6.14 Degree of customer orientation
6.15Buyersophistication

Tth pillar: Labor market efficiency

7.01 Cooperationinlabor-employerrelations
7.02 Flexibilitwage determination.......
7.03 Rigidity of employment*
7.04Hiring andfiring practices
7.05 Firing costs™
7.06Payand produCTiVIty......coeeereeeemeerresnreeesssessssessesssssssssssssssssesseses
7.07Reliance on professionalmanagement.........oocveveeereneereereennenns
T.08BraindraiN........ocoeceeeeereereeneese ettt saseens
7.09Female participationinthe laborforce........cocoovveecnreenrernrnnenns

8th pillar: Financial market sophistication

8.01 Financial market SOphistication........cccveuerereeenresseesneensesneennens 101.........
8.02 Financing through local equity market 112
8.03 Ease of access to loans
8.04 Venture capital availability
8.05 Restriction on capital flows
8.06 Strength of investor protection®
8.07 Soundness of banks

8.08 Regulation of securities exchanges...
8.09 Legal rights iNAeX™........ocvcrerrnreireieneiseersessessisesssessesessseseeeees

8th pillar: Technological readiness
9.01 Availability of [atesttechnologies...........coccueeunreerereneeeneirncnnne
9.02 Firm- level technology absorption
9.03 Laws relating to ICT
9.04 FDI and technology transfer.
9.05 Mobile telephone subscribers*
9.06 Internet users*......
9.07Personalcomputers*....

9.08 Broadband internetsubscribers*....

4th pillar: Health and primary education
4.01 Business impact of malaria
4.02Malariaincidence*

4.03Businessimpactoftuberculosis
4.04Tuberculosisincidence®
4.05Businessimpactof HIV/AIDS
4.06 HIV prevalence*
4.07 Infantmortality®
4.08 Life expectancy*
4.09 Quality of primary education
4.10 Primary enrollment*......
4.11 Education expenditure*

5th pillar: Higher education and training
5.01 Secondary enrollment* |
5.02 Tertiary enrollment*...... |
5.03 Quality of the educational system 73 |
]
|
|

5.04 Quality of math and science education
5.05 Quality of management schools
5.06 Internet acCess in SCOOIS........ e seeesieeens

5.07Localavailabilityofspecializedresearchandtrainingservices.125.........
5.08 Extent of Staff training........cocceeeveernreneienecneeseeessesesessesis 110.........

6th pillar: Goods market efficiency

6.01 Intensity of [ocal COMPELItIoN.........ccvveeremeeererrrcrierrneeereisesis L —
6.02 Extent of market dominanCe..........coecerereereeieeeneeereeereceeesieeens 96......... |
6.03 Effectiveness of anti-monopoly policy........cccceeevveveiveinsiniennnns 81......... |
6.04 Extent and effect of taxation........cocvceeereeneeneenerneeeseinceseeeneens 123.........
6.05 TOLAl tAX FALE™......oveveeserreerserreesssessssssssenessssesssssssssssssssssssssssssssses yA F— |
6.06 Number of procedures to start a business*.........c.ccocevevnennee 129.........
6.07 Time required to start @ business™..........cccoeevemrenmirnernscrnennns 92........d |

6.08 Agricultural policy costs..............
6.09 Prevalence of trade barriers

10th pillar: Market size

10.01 Domestic marketsize*....
10.02 Foreign market size*
10.03GDP Valued at PPP*
10.04 Imports as percentage of GDP*
10.05 Exports as percentage of GDP*....

11th pillar: Business sophistication
11.01 Local supplier quantity.
11.02 Local supplier quality.

11.03 State of cluster development......ooeeveenrereeenrerseesnennenns

11.04 Nature of competitive advantage........ccoeveverrrereererrersennns
11.05 Value chain breadth.......eeeenens
11.06 Control of international distribution..
11.07 Production process sophistication..
11.08 Extent of marketing.........cccorun.
11.09 Willingness to delegate authority......c.cccveeerreeerreseernrennenns

12th pillar: Innovation
12.01 Capacity of INNOVALION........overeeerereeereseess e sseneeees
12.02 Quality of scientific research institUtions.......c.cocceeveeeeereennes

12.03 Company spending on R&D..........c.cocumerrvncrrneerenreeeriresieenens
12.04 University- industry research collaboration
12.05Governmentprocurement of advancedtechnology products.79..

12.06 Availability of scientists and engineers............coccoveereernenen. 102..
12.07 Utility PatentS™..oceecereeeerresseeesseeesssessesssesssssesssessssssessssssesseses 32
* Hard data

Note: For further details and explanation, please refer to the section
“How the Read the Economy Profile” in the appendix

This is not a publication of the World Economic Forum
Wording, formats and methodology are from The Global Competitiveness Report © World Economic Forum
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CHAPTER |

Introduction

The Turkish Cypriot Economy
Competitiveness in a Globalizing World

World Economic Forum and Global
Competitiveness Index

Methodology, the Stages of Development
and the Ranking of the Turkish Cypriot
Economy

The Turkish Cypriot Economy

According to published statistics, the Turkish Cypriot
economy’s gross domestic product (GDP) in 2008 was close
to US$4 billion, or around US$15,000 per capita. At this level,
the Turkish Cypriot economy is considered a high-income
developing economy. However, a closer look reveals that
deep structural problems, due in large part to the unresolved
“Cyprus issue,” make economic growth unsustainable.

One of the consequences of the unsettled political situation
is that the Turkish Cypriot Community (TCC) lacks access
to international markets for goods, services and capital.
The Turkish Cypriot economy is dominated by services,
including a large public sector, and is characterized by
a low productivity and economic growth due to its weak
macroeconomic foundation, small market size and limited
natural and human resources. Although private sector
consumption and investment, particularly in tourism, higher
education and construction, have become important sources
of economic growth since 2000, the public sector continues
to constitute a large share of the economy.

The TCC, which has not adopted the acquis of the European
Union (EU), has an underdeveloped legal and institutional
infrastructure. Large budget deficits, an inadequate tax
system, social security funding shortfalls and an inefficient
public sector further weaken the already fragile economy.
As a result of these and other problems, the Turkish Cypriot
economy has not been able to attain sustainable economic
growth. Itis therefore crucial to identify the various factors
undermining the economy’s ability to achieve sustainable
growth and develop policies to address them.

Against this backdrop, a study of the Turkish Cypriot
economy’s competitiveness was undertaken in 2009,
resulting in this second annual competitiveness report.
The first section of the report includes an explanation
of the concept of competitiveness; a description of the
Global Competitiveness Index (GCI) prepared by the World
Economic Forum (WEF); and an analysis of the Turkish Cypriot
economy’s performance according to the GCl criteria.

The second section of the report presents an assessment of
the competitiveness of the Turkish Cypriot economy, focusing
specifically on changes experienced over the last year.
The third section takes a holistic approach in analyzing the
competitiveness of the Turkish Cyprioteconomy. The report’s
final section lays out detailed policy recommendations and
strategies aimed at enhancing the competitiveness of the
Turkish Cypriot economy.

Competitiveness Report on the Turkish Cypriot Economy 2009-2010

Competitiveness in a Globalizing World

Competitiveness is the ability of an economy to produce
goods and services that meet the demand of domestic and
international markets while its citizens earn a standard
of living that is both rising and sustainable over the long
run. An economy’s competitiveness is directly linked
to its productivity growth, which enables sustainable
improvements in living standards.

Competitiveness can be defined at the firm, sector and
economy level. Atthe firm level, competitiveness reflects
the ability to produce goods and services in an efficient
manner in order to sell them in domestic and international
markets. Firm level competitiveness is strongly influenced
by the firms’ ability to incorporate innovations based on
the most recent research and development (R&D). A
firm's competitiveness is enhanced by the availability of
production inputs, such as financial, physical and human
capital. At this level, firm competitiveness is measured
by profitability, market share and export performance. An
economy’s competitiveness depends on firms' ability to
compete at home and abroad.

Sector-level competitiveness is the ability to capture
dominant market position through the sale of products and
services thatare both high quality and competitively priced.
In order to be competitive, sectors must rely on state-of-
the-art technology and a skilled labor force. Sector-level
competitiveness can be measured by the sector’s relative
share in the economy, as well as its share of domestic and
international sales.

Competitiveness and concern over stagnant and falling
living standards have taken on an increased importance
in light of increased global interdependence. Productivity,
based on the efficient use of production factors, is critical
to enhancing an economy’s competitiveness.  Other
factors include the availability of modern machinery and
equipment, high skilled workers and effective marketing.

Technological developments and innovation have
reinforced the process of globalization in recent years,
raising competitiveness as a key priority in economies
around the world, including in the EU. For example, the
aim of the Lisbon Strategy, adopted in 2000, was to make
the EU a most competitive, dynamic and knowledge-based
economy by 2010.

Globalization has raised the challenge of maintaining and
enhancing an economy-wide competitiveness.  Firms
must produce high quality goods and services and sell
them at competitive prices in local and international
markets. Resources must be allocated efficiently in order
to stimulate productivity, which in turn will enable wages
and living standards to rise.

World Economic Forum and Global Competitiveness Index
The WEF began conducting and publishing systematic
research on the competitiveness of countries in 1979.
Since then, the academic circles have been contributing
to the WEF's research on competitiveness and launch
of new concepts, including the GCI that was introduced
in 2004. The GCI measures the competitiveness of over
130 economies based on a sophisticated and versatile
methodology that enables a comparative analysis. The
index allows economies to evaluate their competitiveness
on a global basis. This in turn can help policymakers
understand their economy’s strengths and weaknesses
and reveal barriers to sustainable improvements in
living standards. Such information can be invaluable to
policymakers as they design and implement new policies.
Large and small economies can all benefit from analyzing
their competitiveness according to the GCI. For example,
the index is as useful to the Turkish Cypriot economy as
it is to the developed economies of the United States and
Europe.

Based on a methodology developed by Professor Xavier
Sala-I-Martin at WEF, the GCl conveys an economy's
current competitiveness and sustainable growth potential.
The index also provides information on the competitiveness
of its labor, capital and other economic and institutional
factors. The index can also be used to help policymakers
design policies and prioritize their implementation.

Methodology, the Stages of Development and the Ranking
of the Turkish Cypriot Economy

Productivity of capital and labor, in addition to the efficiency
of public and private institutions and policy reforms, serve
as the basis for measuring an economy’s competitiveness.
The GClI measures competitiveness within 12 pillars.
Figure 1 presents these 12 pillars rearranged according to
three levels of economic development. Economies are first
classified by their level of development prior to analyzing
the various competitiveness factors.

Competitiveness Report on the Turkish Cypriot Economy 2009-2010
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Figure 1: The 12 Pillars of Competitiveness

Basic Requirements
* |nstitutions
e Infrastructure
* Macroeconomic Stability
* Health & Primary Education

Factor-Driven
» Economies

Efficiency Enhancers
* Higher Education and Training
* Goods Market Efficiency
e Labor Market Efficiency

e Technological Readiness
* Market Size

g Efficiency-Driven
* Financial Market Sophistication Economies

Innovation & Sophistication Factors
* Business Sophistication
* [nnovation

» Innovation-Driven
Economies

Two variables are used to determine an economy’s level of
development — the level of GDP per capita and a measure
of the extent to which an economy is factor-driven.
Economies are classified under three main categories
-- factor-driven, efficiency-driven and innovation-driven.
The economies falling in between two of the three stages
of development are considered to be “in transition”.

Responses of business executives to the “Executive
Opinion Survey” are also used to calculate the economy-
wide competiveness score. The survey is comprised of
130 questions, organized according to the 12 pillars of
competitiveness. In addition to the survey, published
economic and social statistics are also utilized. Survey
results are calculated according to each pillar, which in
turn are the basis for the final score. The GClis basedona
scale of 1to 7, representing the lowest to the highest level
of competitiveness. This common methodology enables
comparisons among economies. ltisthe second year this

2 A more detailed description of the methodology is presented in Appendix 3.

3 Estimates are used when official statistics are not available.

methodology was used to measure the competitiveness of
the Turkish Cypriot economy.

The first step in calculating its competitiveness index for
2009-2010 was to determine the Turkish Cypriot economy’s
level of development. Table 1 compares the Turkish Cypriot
economy and its level of development with a select group
of others including that of Greek Cypriot (GCC). Using the
2008 data, the Turkish Cypriot economy, with its US$15,000
income per capita, is classified under the transition group
between efficiency- and innovation-driven economies.
By contrast, the economy is classified as efficiency-
driven when both survey results and published statistics
are considered. However, the Turkish Cypriot economy
compares less favorably to other economies in the
transition category. As a result, the Turkish Cypriot
economy is considered at the efficiency-driven level of
development for the purposes of this report.

4 Similar adjustments were made for Kuwait, with a real per capita income of US$40,000, and Saudi Arabia, with a real per capita income of US$20,000

in the WEF 2008-2009 Competitiveness Report. Both of these economies were classified under the transition category between factor-driven and

efficiency-driven level of development.

Competitiveness Report on the Turkish Cypriot Economy 2009-2010

Table 1: Economies Based on Level of Developments

Level of 1 1-2 2 2-3 3
Development Factor-Driven Transition Efficiency- Transition Innovation-
Driven Driven
Bangladesh Algeria Bosnia- Crotia Belgium
Kenya Egypt Herzegovina Mexico GCC
Economies Pakistan Kuwait Macedonia Poland Switzerland
Tanzania Saudi Arabia Serbia Turkey Malta
TCC

The competitiveness index for the Turkish Cypriot economy
is calculated based on the WEF-defined efficiency
enhancers subindex (50 percent), basic requirements
subindex (40 percent) and innovation and sophistication
factors subindex (10 percent). Based on these weights,
the Turkish Cypriot economy will need to place higher
priority on improving the efficiency of both factor
markets and production processes in order to increase
its competitiveness. Among the key factors for this
accomplishment are raising the necessary sector-specific
human resources through higher education; producing
goods and services that are competitive in local and
international markets; enhancing labor market flexibility;
and ensuring efficient financial markets. Furthermore,
the competitiveness of the Turkish Cypriot economy
can significantly increase by overcoming the challenge
of limited scale and by widening the use of updated
technologies in the production.
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The Competitiveness of the Turkish Cypriot Economy

The WEF report for 2009-2010 includes GCls for 133
economies.  The competitiveness of the Turkish Cypriot
economy has also been measured by applying the same
methodology to allow comparison. Eighty percent of those
firms surveyed for this year’s report were included in the last
year's report. Thus this year’s report can also be used to
analyze changes in business perceptions.

The overall competitiveness score for the Turkish Cypriot
economy was calculated to be 3.66 out of a maximum score
of 7.00. This score ranks the Turkish Cypriot economy at
a 99th place out of 134 economies. As reported in the
WEF's 2009-2010 Competitiveness Report, Switzerland
ranks first with a score of 5.6. The United States falls one
place to second position, with weakening in its financial
markets and macroeconomic stability. These economies
are followed in ranking order by Singapore (5.55), Sweden
(5.51) and Denmark (5.46). Recent EU members, such as
small economies of Estonia and Slovenia, rank in the 30s.
Similarly, the Greeek Cypriot economy was ranked 34th. By
contrast, Greece ranked 71st . The emerging economies of
India, Brazil, Mexico and Russia rank between 50th and 60th
place. Turkey, which has some similarities with the Turkish
Cypriot economy and is its largest trading partner, ranks 61st.
The lowest rankings are Chad (2.87), Zimbabwe (2.77) and
Burundi (2.58).

Moldovia is not included in the 2009-2010 report due to insufficient data.

Table 2: The Performance of the Turkish Cypriot Economy
in the Global Competitiveness Index

Ranking

GClI 2009-2010
(Out of 134)
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Theseindices are very sensitive to the timing of the surveys.
Much of the improvement in the 2009-2010 GCI score of the
Turkish Cypriot economy and its overall ranking can be
explained by the timing of the Executive Opinion Survey
in relation to the occurrence of the global financial crisis
and subsequent economic downturn. The survey used
in the 2008-2009 report was conducted much later in the
Turkish Cypriot economy than in other economies, when
the affects of the global crisis were more apparent. This
negatively affected the business community’s perceptions
of the economy at that time and hence resulted in a lower
GCI and ranking.

By contrast, most economies conducted the 2009-2010
survey at the same time and under similar economic
conditions. According to the 2009-2010 GCI, the Turkish
Cypriot economy ranks 99th out of 134 economies, still
falling behind the vast majority of economies. In fact, at
this score, the Turkish Cypriot economy is comparable
to the economies of Kenya, Nigeria and Tanzania, which

record real per capita income in the range from US$1,000
to US$2,000. This finding confirms that the Turkish Cypriot
economy has many structural problems, among them
scale, low capacity, inefficiency and poor infrastructure.

Comparison with Other Economies

In order to better understand its performance, the
competitiveness of the Turkish Cypriot economy is
compared with that of similar economies, such as Bosnia
and Herzegovina, Bulgaria, Macedonia and Serbia. The
comparison also includes Turkey, the Turkish Cypriot
economy’s largest trading partner, and the Greek Cypriot
economy (see Figure 2.) With the exception of Bosnia
and Herzegovina, the Turkish Cypriot economy is the least
competitive of this subgroup of economies. In fact, the
competitiveness rankings for Turkey and the Greek Cypriot
economies are significantly higher than the ranking of the
Turkish Cypriot economy.

Figure 2: Select Comparison of Competitiveness Rankings
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Based on published statistics, the Turkish Cypriot
economy has the highest per capita income among
this group of economies, except for the Greek Cypriot
economy. By contrast, the Turkish Cypriot economy’s
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low competitiveness score and ranking reflect the need
to focus on its sources of growth and macroeconomic
stability.
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Performance of the Turkish Cypriot Economy against 12
Pillars of Competitiveness

The performance of the Turkish Cypriot economy across
the 12 pillars, grouped under the three main subindices
of the competitiveness index, reveals that its economy
faces significant challenges. For example, the Turkish
Cypriot economy ranked 88th under the basic requirement
subindex, 108th under the efficiency enhancers subindex
and 102nd under the innovation and sophistication factors
subindex. The efficiency enhancers subindex contains
factors such as market efficiency, financial market
sophistication and market size which are all problematic
factors in the economy. Policy makers will need to focus
on increasing the efficiency of these factors in order to
improve the economy’s competitiveness. Only through
such means can the Turkish Cypriot economy become
more productive and achieve sustainable growth.

Fair and well-functioning public institutions, improved
infrastructure, a stable macroeconomic environment and
an educated labor force are necessary not only for an

economy to be classified as factor-driven, but also for all
economies in order to become more competitive. Based
on its score under the basic requirements subindex, the
Turkish Cypriot economy is not competitive even for
these pillars. According to survey responses, institutions
and infrastructure, both primary factors of growth, were
ranked 88th and 91st respectively. The factor with the
worst ranking is the macroeconomic stability. This low
ranking is a result of the Turkish Cypriot economy’s large
public budget deficit, massive public debt, high inflation
and high interest rates.

The major problems inhibiting the competitiveness of the
Turkish Cypriot economy are, in order of importance, the
small size of its market (ranked 130th), troubled financial
markets (ranked 128th), macroeconomic instability (ranked
111th), unsophisticated businesses (ranked 110th) and
an inefficient goods market (ranked 109th) (see Figure 3.)
These findings clearly reveal the challenges confronting
the potential competitiveness of the Turkish Cypriot
economy.

Figure 3: The Ranking of the Turkish Cypriot Economy According to the Three Competitiveness

Subindices (the lowest ranking is 134)
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Accordingtothe surveyresults, accesstofinance is among
the most problematic factors encountered in the operation
of businesses (see the Economic Profile page.) Survey

respondents also identified inefficient public bureaucracy,
tax regulations and rates and policy instability as obstacles
to economic growth and competitiveness.

Figure 4: The Ranking of the Turkish Cypriot Economy across 12 Pillars of Competitiveness (the lowest

ranking is 134)
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Although the Turkish Cypriot economy performs
well in areas such as health and primary education,
technological readiness and higher education and
training, weak performance in other categories causes its
competitiveness index to be ranked very low (see Figure 4).

A Two-Year Comparison of the Turkish Cypriot Economy’s
Competitiveness

The Turkish Cypriot economy’s competitiveness score
increased from3.43in2008-2009t0 3.66in 2009-2010, causing
its ranking to improve from 117 to 99. The increase in the
competitiveness score reflects improvements in all of the
categories under the 12 pillars, except for macroeconomic
stability and financial market sophistication.

The 14 percent decline in the macroeconomic stability
score can be explained by the deterioration in the budget
deficit, from 7.1 percent of GDP to 9.3 percent of GDP, an
expansion in debt, from 100 percent of GDP to 115 percent
of GDP, and anincrease in annual inflation, from 9.4 percent

40 60 80 100 120 140

to 14.5 percent. The financial market sophistication score
declined by 2 percent. However, despite this decline in
business perception, as measured by the survey, the GCI
ranking for this factor remained at 128 (see Table 3).
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Table 3: The Comparison of Competitiveness over a Two-Year Period (2008-2009 and 2009-2010)

2008 2009 y 'MF(’:?VE 0EN05 2092000 CHANGE  IMPROVE| ﬁ)
2009 2010 0 RANKING RANKING DECLINE (v)
SCORE  SCORE  CHANGE DE%”NE /134 /134 RANK IN RANKING
Pillar 1: T
Institutions 3.50 3.55 1% 94 88 6 f
Pillar 2:
APReW 262 | 303 | 16% A 104 o1 13 )
Pillar 3:
Macroeconomic
stability 451 | 388 | -14% \ 99 11 12 \
Pillar 4: Health
and primary
education 5.74 519 1% T 49 42 7 T
Pillar 5: Higher
education and
training 3.54 3.90 10% f 92 70 22 T
Pillar 6:
Goods market
L] 356 | 374 | 5% ) 123 109 14 )
Pillar 7:
Labor market
Y 409 | 415 | 1% ) 100 ) 10 $
Pillar 8:
Financial ¢ L
market 3.10 3.02 -2% 128 128 0
sophistication
Pillar 9: f
Technological
readiness 3.73 414 11% 47 46 1 f
Pillar 10: T T
Market size 1.30 1.1 32% 133 130 3
Pillar 11:
Business
Uil 308 | 336 | 9% $ 129 110 19 A
Pillar 12:
T 223 | 294 | 32% ) 122 101 31 )

The 32 percent increase in the score on innovation
represents the greatest improvement among all the
pillars. The business survey results suggested significant
improvements in various areas within the innovation pillar,
including the quality of research institutions and R&D
expenditures, university-industry research collaboration
and the public use of advanced technology. The score

for technological readiness, which is closely related to
the innovation pillar, increased by 11 percent over the
prior year. The areas of improvement within this pillar
include regulations on information and communication
technologies, foreign direct investment (FDI) and
technology transfer and an increase in the number of
Internet users. Survey respondents suggested that there
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were improvements in the economy’s infrastructure (pillar
2), including the quality of roads, ports, air transport and
the supply of electricity.

The overall competitiveness index for the Turkish
Cypriot economy in 2009-2010 remains very low, despite
improvements in these specific areas. In order to become
more competitive, the Turkish Cypriot economy needs
to concentrate on expanding the size of its market,
increase the sophistication of the financial market and
businesses, achieve macroeconomic stability and expand
its infrastructure.
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CHAPTER IlI

Economic
Development
and
Competitiveness
Index of the
Turkish Cypriot
Economy

Having a real per capita income of over US$15,000 and a
low competitiveness score raise two questions: First, how
does an economy with such a low competitiveness score
attain such a high-income level? Second, why do business
executives rate the economy so low, as reflected in the
Executive Opinion Survey, while the economy experienced
more than a threefold increase in real per capitaincome over
the past 10 years? Previous WEF experience has found that
there can be some differences between the actual economy
and the perceptions of the business executives. As WEF's
chief economist Xavier Sala-i Martin has stated, in some
countries business executives’ responses were optimistic
and portrayed a more competitive picture of their economies.
Whereas, in other countries pessimistic answers swung the
results in a negative way. With this in mind, this section
deepens the analysis by comparing the competitiveness
scores with the economy’s general structure, developments
and indicators.

The analysis shows that the Turkish Cypriot economy is
very vulnerable, as it has suffered an economic crisis
approximately every 6 years over the past 35 vyears.
This vulnerability is caused by deep-seated structural
macroeconomic weaknesses that negatively affect the
economy’s competitiveness and hamper growth. QOverall
economic growth does not derive from sectors in which the
economy has competitive advantages. Until early 2000's
the economy was predominantly driven by a few sectors
developed with considerable public aid. Limited access to
international goods and financial markets also contributed
to lack of standard market forces that could enhance
competitive advantages. Furthermore, lack of effective and
successful resource management in the private and public
sectors has also contributed to a lack of desired free market
conditions. As a result, the economy fails to grow and
achieve scale.

Since the beginning of the 2000°s the Turkish Cypriot economy
has expanded as a result of increased stability in Turkey’s key
economic indicators, such as the exchange rate, interest rate
and inflation rate. In addition, positive developments towards
the settlement of the “Cyprus problem” have improved
perceptions of both local and foreign investors. As a result,
the private sector strengthened, especially as increased
foreign demand enhanced economic growth. Although
this improvement was not based on productivity gains, the
outward orientation of the Turkish Cypriot economy enabled
it to experience a large increase in income over a very brief
period. This development is not exactly a direct result of an

Competitiveness Report on the Turkish Cypriot Economy 2009-2010

increased competitiveness. Failure of public expenditure
and investment being utilized efficiently in the productive
areas, and as stated above, the lack of a private sector
development based on competition, prevented the Turkish
Cypriot economy from increasing its competitiveness.

Structural problems, such as large budget deficits, high
dependency on foreign aid to improve the infrastructure,
an increasing public debt, the inefficiency in resource
utilization and problematic market conditions have
continued to exist during periods of economic growth,
thus preventing an improvement in the economy's
competitiveness. At the same time, high interest rates,
inefficiencies within the tax system and the tax rates, high
transportation and customs costs, as well as the additional
costs resulting from an inefficient public sector continue
to hamper the private sector competitiveness. Despite
all these problems, the Turkish Cypriot economy has
experienced some improvement.

Theincomeincrease, as experienced in the Turkish Cypriot
economy, does notreflectincreases in productivity growth.
This helps explain the anomaly that per capita income can
rise while other competitiveness indicators deteriorate.
As a result, the improvement in living standards is not
sustainable.

All of these factors negatively affect the perception of
business people and canlead to outright pessimismin some
areas. As also found lastyear, survey respondents point to
access to finance as one of the most problematic barriers
to doing business in the Turkish Cypriot economy. The
129th place for Turkish Cypriot economy, among the bottom
five economies, under the financial market sophistication
pillar is a reflection of this problem. The lack of a solution
to the “Cyprus problem” prevents businesses from
accessing financial markets abroad and keeps interest
rates high athome. Domestic macroeconomic imbalances
and changes in the value of the Turkish Lira have created
a large interest rate spread, further undermining business
perceptions.

Some banking publications might suggest that the situation
may not be as dire as it seems. While comparable
in rankings, the Turkish Cypriot financial market is
not considered to be as unsophisticated as those in
Madagascar (ranked 126th) and Ethiopia (ranked 127th).
This is partly due to higher scores in the categories of loan
opportunities, system sophistication and overall soundness

of the banks. As demonstrated by the macroeconomic
indicators in Appendix 1, the ratio of loans to savings has
exceeded 50 percent since 2005, and reached as high as
64 percent in 2008. Furthermore, after removing loans to
individuals and public institutions, only one-fourth of total
lending is provided to the private sector. Widespread use
of credit cards and development of Internet banking also
suggest that the system has improved and financial market
institutions have become sounder over the past few years.
Based on these findings, it appears that survey responses
regarding financial market sophistication reflected a
negative bias.

Unlike other economies, over the lasttwo years, the Turkish
Cypriot economy’s competitiveness score and ranking
improved, despite an almost 3 percent decline in real GDP
per capita income. In addition, as mentioned earlier, the
2008-2009 Executive Opinion Survey of Turkish Cypriot
private sector executives was performed after the global
crisis impact was fully manifested, making the results more
pessimistic thanin other economies. This biaswasreduced
in this year's survey since it was conducted at the same
time as in other economies. In addition, the improvement
in the Turkish Cypriot economy’s competitiveness ranking
(not score) is also due to relatively weaker performance in
other economies due to the global crisis.

Business executives’ opinion of the Turkish Cypriot
economy’s infrastructure was improved by 16 percent
between 2008 and 2009. In addition, the survey found that
increased use of mobile phones, computers and the Internet
resulted in a 10 percent improvement in the technological
readiness score. Based on its score, the ranking of the
macroeconomic stability pillar dropped from 97 to 111, due
to an increase in inflation rate and public debt, combined
with a decline in the GDP. Despite a decline in imports, the
increase in exports, due in part to the inclusion of services
this year resulted in a slight increase in the overall rank for
market size. Nevertheless, the Turkish Cypriot economy
continues to rank as one of the lowest (130th out of 134
economies) under the category of market size.

The Turkish Cypriot economy experienced a recession in
2008-2009, revealing once again the vulnerabilities of the
economy to both internal and external developments. Itis
therefore even more important for the private and public
sectors to work together in order to produce the necessary
synergies to break the Turkish Cypriot economy free from
its current unsustainable path.
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CHAPTER IV

Policy for Action:
Policy
Recommendations
to Increase
Competitiveness

This analysis provides some insight into how the Turkish
Cypriot economy performs relative to itself and to others.
Based on a score of 3.66, the Turkish Cypriot economy
ranked 99th among 134 economies in 2009. This low score
suggests that the Turkish Cypriot economy most embark on
a more “responsible” attitude regarding competitiveness.
The economy’s vulnerability to factors within and outside
its control, as well as its inefficient use of resources and
below par performance in many indicators regarding
competitiveness, clearly indicate that the economy will
not enjoy sustainable growth and improvements in living
standards. Efforts must be taken to increase awareness
throughout the society about the economy’s competitiveness
and ways to improve it. Policy makers will need to abandon
short-sighted interests and focus on developing and
implementing long-term policies to ensure an efficient and
effective use of the economy’s resources, in order to improve
the community’s prosperity. Creating a private-public
dialogue between the various economic stakeholders may
be a first step to start this process.

The following policy recommendations are derived from the
analysis of the Turkish Cypriot economy’s competitiveness.
These policy recommendations are based on the following
criteria: the degree of the challenge and its significance
to the economy; the potential effectiveness in improving
competitiveness; and the ease of implementation given
current economic and political conditions. As stated above,
the Turkish Cypriot economy is significantly impacted by the
“Cyprus problem,” and without a doubt a political solution
would provide a great opportunity to improve the economy’s
competitiveness. However, there are several areas —
independently from and in anticipation of the solution of the
political issue — where the Turkish Cypriot economy can
improve.

Establish a public-private dialogue to promote social
responsibility and prepare for a common future

* Establish a dialogue among the business community, policy
makers, union representatives and academia

* |dentify a common vision and objectives, as well as
economic targets

* Develop detailed policy recommendations

Increase market efficiency and productivity by improving
free market conditions

* Implement and enforce the competition law
* Restructure public-aid, incentives and subsidies
* Remove barriers to business startups
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e Improve the judicial system to help resolve trade disputes
in a more timely manner (introduction of commercial
courts)

Increase resources in the economy by improving financial
market efficiency

¢ Establish a credit guarantee fund for Small- and Medium-
size Enterprises (SMEs)

¢ Improve financial statements to meet international
standards

* Streamline collection of receivables through the
improvement of the judicial system

e Limit the public sector’s access to private capital

e Liberalize credit from Turkish commercial banks to the
private sector within the TCC

¢ Determine liquidity positions for the banks at a more
accurate level to allow for interest rate offerings that are
at more consistent with the economy

Achieve macroeconomic stability

¢ Institutionalize macroeconomic management

¢ Implement performance-based guidelines for public
expenditure

* Expand social security coverage in phases

* Restructure income and consumption taxes

* Reduce the size of the informal economy

Gain micro level improvements

¢ Improve private sector capacity for economic
development

¢ Design SME development policies

* Encourage product development and specialization

¢ Increase marketing expertise

* Provide incentives for entrepreneurs to institutionalize
and formalize their businesses.

Improve labor market efficiency

* Minimize public sector intervention in the labor market

* Establish differentiated minimum wages according to
skills, talents and sectors

¢ Develop vocational programs in collaboration with the
universities based on market needs

Improve the physical infrastructure

e Increase and expand public-private sector partnerships
and expand build-operate-transfer arrangements

¢ Privatize utilities, especially electricity generation

* Reduce the cost of trade by lowering port fees, improving

management effectiveness and increasing the use of
technology

¢ Improve communication facilities and decrease cost
structures

Increase public sector efficiency

* Establish independent supervisory organizations to
increase transparency

¢ Reduce turnover of public officials and improve public
governance

¢ Implement performance-based promotions and salary
adjustments

¢ Collaborate with labor unions to implement on-the-job
training for public servants to update their skills

Harmonize regulations to accelerate the adoption of
international standards

* Harmonize laws and regulations with the EU acquis
communitaire

¢ Gain support of policy makers for the harmonization
process

1. Establish a public-private dialogue to promote social
responsibility and prepare for a common future

a. Findings

The Turkish Cypriot economy’s lack of competitiveness and
poor macroeconomic management affirm that structural
problems continue to exist despite economic growth.
This reflects the lack of a common vision and action
plan to resolve these problems among the economy’s
stakeholders, which hinder effective policy making.

b. Recommendations

It is critical to establish a public-private dialogue with a
clear vision and common goals. With such a dialogue
formed among the private sector, policy makers, the labor
unions and academia it will be possible to collaborate
to provide solutions and recommendations to address
structural problems and to make policy recommendations
that will lead to sustainable economic development.
Such public-private dialogue would keep all participants
liable in their role as major stakeholders in the economy.
The collaboration among the stakeholders will ensure a
balanced economic growth, keep social responsibility
on the agenda and significantly contribute to increasing
the quality of life. Establishment of this dialogue will not
only have a positive effect on the competitiveness of the
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economy but it will also be a crucial precondition for the
success of the recommendations stated below.

2. Increase market efficiency and productivity by improving
free market conditions

a. Findings

The effective and efficient use of resources is a foundation
for an economy’s competitiveness. The study has shown
that there is inefficiency and waste of resources in the
Turkish Cypriot economy. In addition, there is limited local
market accessibility for Turkish Cypriot entrepreneurs, and
public activities in several areas of the economy, including
the financial markets, dominate the economy. Furthermore,
public aid and subsidiesthatare notsubjectto any selection
criteria or control create market distortions and result
in unfair competition by affecting the prices. Due to the
limited access to international markets, the Turkish Cypriot
economy has also not been able to increase exports and
thus ranks among the lowest economies in the GCI.

b. Recommendations

In order to fully establish free market conditions an
appropriate legal, regulatory and institutional framework
must be formed. The recently passed competition law
should be implemented and enforced. Furthermore, a
competition council, independent of policy makers, should
be established. The public aid, incentives and subsidies
should be restructured as incentives to increase foreign
direct investment. The advance payment of VAT by TCC
businesses on goods when they are imported creates
a price disadvantage in comparison to the same goods
offered in the Greek Cypriot market. The VAT and other
tax policy adjustment will create a positive impact on the
Turkish Cypriot economy.

There will be some relief in the economy that already
suffers from sufficient scale if necessary deregulation and
privatization are implemented in sectors where public is in
full control, such as the utilities and transportation.

Competitiveness of the economy will be enhanced also by
removing the barriers that existto market entry and exit and
by restructuring of the market function. One of the potential
areas to contribute to this effort is an establishment of
“one-stop shop” services to facilitate the domestic and
foreign investment into the Turkish Cypriot economy.
Other areas include a restructuring of legal system to
promote foreign and local investment, improve business
dealings, and expedite trade dispute resolutions. This will
reduce the cost of doing business, and thus contribute

to overall competitiveness. Such reform measures will
remove some of the barriers in the economy, resulting in a
better utilization of resources and market expansion. More
efficient markets will also improve the competitiveness.

3. Increase resources in the economy by improving the
financial market efficiency

a. Findings

Access to financing is identified as the most problematic
barrier to doing business in the Turkish Cypriot economy
according to this year's Executive Opinion survey. Lack
of variable financial instruments, insufficient credit
markets, lack of stock exchanges and other intermediary
financial institutions in the economy all result in inefficient
financial markets. As a result, businesses have difficulty
in accessing financial resources and cannot expand their
operations, further resulting in lagging private sector
development.

b. Recommendations

A series of measures should be undertaken in order to
increase the resources in the economy by improving the
financial market efficiency, by easing access to finance
and by lowering the cost of credit. First and foremost,
enterprises should be required to prepare financial
statements following international standards, as well
as rigorous business plans when applying for credit. In
return, banks should evaluate such documentation when
evaluating credit applications. There should be incentives
for Turkish Cypriot businesses to adopt internationally
accepted accounting and financial reporting standards.
More than 90% of businesses are SMEs thatlack collateral.
To overcome this problem, a “credit guarantee fund” for
SMEs can be established to ease access to finance at
affordable interest rates.

In order to increase private sector’s access to finance, the
existing financial instruments that allow excessive public
sector access to private capital should be restructured.
Furthermore, the liquidity positions of the banks need to be
valued at a more accurate level to allow for interest rate
offerings that are more consistent with the economy.

In addition to credit market adjustments, measures
aimed at streamlining collection of receivables through
improvement of the judicial system also reduces risks in
the financial market as well as normalizes interest rates.
Last but not least, the “Development Bank” needs to be
restructured in order to reduce its irrational credit offerings
which create unfair competition in the economy. Such
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measures will improve the investment climate and ensure
the efficient allocation of funds; this will consequently
contribute to the improvement of competitiveness of the
Turkish Cypriot economy.

4. Achieve macroeconomic stability

a. Findings

In 2008, the economic downturn that had been felt in the
Turkish Cypriot economy for a few years turned into a real
economic crisis. The budgetdeficit, public debtand general
savings rate of the economy worsened, and the annual
inflation rate increased to 14.5%, all of which contributed to
a lower competitiveness score. The lack of fiscal discipline
renders the most necessary fiscal policies to be ineffective
during times of economic crises, just when they are most
needed. This in turn causes the Turkish Cypriot economy
to be vulnerable and unable to defray the high cost of the
crises during economic downturns. The economy could
not achieve stability since macroeconomic managementis
not institutionalized, while policy implementation lacks any
continuity. Economic instability hampers investment and
doing business, results in unsophisticated markets and
obstructs private sector development.

b. Recommendations

The primary condition to achieve economic stability is
the design and implementation of long term policies. The
first recommendation above, the establishment of a public
private dialogue, would set the stage for an advisory
committee to provide necessary vision and common
objectives. Upon determination of the vision and the
objectives, an institutional capacity should be developed
for the implementation.

A strong public finance function is required to effectively
manage an economy. Policy makers should allocate public
resources in an effective and efficient manner, always
taking into account performance as a basis for public
expenditures and utilizing performance-based budgeting
systems at all levels (income, current expenditure and
investment). Furthermore, in order to reduce the social
security deficit, which causes a significant burden for the
budget, the mandatory age and years of service of those
within the social security system should be gradually
increased. This will reduce the negative effect of the
transfer of this deficit to the coming generations.

The revenue generation of the public finance function
is one of the most important problems that the Turkish
Cypriot economy has to overcome. The unsound tax

policy and inefficient tax administration have increased
informal economy, which in turn resulted not only in
loss of income but also in unfair competition. In order to
decrease the level of informal economy, income tax must
primarily be restructured and an efficient and acceptable
rate should be established to achieve a broader tax base.
Subsequently, efficient tax administration, auditing and
the enforcement of higher fines will increase the number
of the tax payers. Furthermore, there is a need for a legal
framework and efficient monitoring to be put in place in
order to prevent the public servants from having second,
private jobs, which also adds to informal economy. The
implementation of the measures provided above would
reduce the informal economy to a great extent, and thus
increase public revenues.

Another recommendation to increase macroeconomic
stability is to abolish the multi-scaled VAT, and to start using
a 3-scale (0%-5%-15%), which would ease its application
and eventually reduce the evasion. Furthermore, the
elimination of tax amnesties will stop tax evasions and
help achieve a fairer taxation. Through the implementation
of these recommendations the economy will end up with
stronger public finances, be able to better control budget
deficits, and public debt. Additionally, it will pave the way
to implement efficient fiscal policies to minimize instability
that is caused by the usage of Turkish lira or by other
internal economical issues.

5. Strengthen the private sector through firm level policies

a. Findings

Private sector competitiveness is a major contributing
factor to achieve competitiveness in an economy. The
private sector performance of the Turkish Cypriot economy
scored low in the GCI. This can be attributed to the private
sector'sinability to access financial markets as well as high
level of informal sector. The fact that private sector, which
should be the engine for value added economic activity
in an economy, is experiencing problems continuously
shows that they lack the necessary strength to be more
productive.

b. Recommendations

Appropriate  SME development policy should be in
place in order to increase the private sector capacity.
Economic development of the economy should be based
on increased capacity and the productivity of the private
sector and increased level of exports. In order to achieve
these, product development and specialization at the firm
level should also be encouraged.
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Private sector in the Turkish Cypriot economy should focus
on producing niche, high value- added, high-quality goods
and services that are not price-elastic (niche products in
tourism, higher education, health, etc.). To accomplish this,
SME development policy should be implemented aimed at
improving business capacity. Special incentive policies
should encourage product development, diversification
and specialization, and marketing activities for enterprises.
These firm-level policies will not only provide incentives
for entrepreneurs to formalize their businesses, but also
increase their value-added contribution to the economy,
thus resulting in increased market sophistication and
competitiveness.

6. Improve the efficiency of the labor market

a. Findings

The prerequisites to increase productivity and efficiencyin
an economy include integrated usage of high technology,
low input costs, flexible labor market policies, and skilled
human resources. The Turkish Cypriot economy is
characterized by excessive benefits to the public sector
employees in terms of job security, social security,
wages, and liberal working hours, resulting in distorted
labor market. Additionally, the failure of structuring the
educational sector in accordance with the demands of
the economy and deficiency in planning has resulted in a
skills mismatch and structural unemployment within the
economy.

The lack of vocational labor and specialized labor
force in certain sectors has a negative impact on the
productivity of the Turkish Cypriot economy. In addition,
there are limited on—the-job training opportunities created
for labor force, and neither is the labor force utilized
efficiently. Both of these factors negatively affect the
general resource allocation in the economy. Although the
results of the study on competitiveness indicate positive
responses from business environments with regards to
“labor flexibility” responses also indicate that executives
observe major problems in finding skilled employees and
that there are important problems with regards to income
and productivity within the economy.

b. Recommendations

Reducing the public sector’s interventions in the area of
wage determination within the labor market will enable the
wagesto be determined according to the market conditions
and provide laborers with fair wages. Furthermore, it is
recommended that the single minimum wage application
thatis currently effective in the Turkish Cypriot economy is

replaced with a sectoral minimum wage application that is
based on skills, talents, education and certification of each
employee. Thus, wages can be determined in accordance
with a sector- based demand and supply for labor.

Higher education should be planned and shaped in
line with the medium and long-term labor needs of the
economy to especially prevent resource waste and to curb
structural unemployment in the economy. Scholarships
can be offered and different incentives can be provided
in necessary sectors to increase the capacity of the
human capital to a required level, and to prevent brain
drain. Over time, vocational training programs, on-the-job
training opportunities can be created to allow labor force
to increase their skills and be marketable when faced with
changing labor market requirements. Such training and
continuous education programs need to be organized in
collaboration with the universities and in consultation with
the labor unions.

7. Improve the physical infrastructure

a. Findings

The Turkish Cypriot economy needs strong infrastructure
in order to improve its investment climate and
competitiveness. The economy’s infrastructure score in
the competitiveness study puts Turkish Cypriot economy
at the 91st place among 134 economies. Infrastructure
has a direct influence on production costs and quality of
life. Although the data for this report has shown that no
serious problems are perceived in the technology and
communication related areas, which are in fact offered
by the private sector, major deficiencies are identified
especially in the areas of ports, roads and energy.

b. Recommendations

In today’'s business environment, where the private
sector’s capabilities to run large projects have increased
and the public budget deems insufficient to run such
projects, public-private partnerships (PPPs) are even more
desirable and necessary to improve infrastructure. The
PPPs arrangements should be encouraged to implement
“build, operate and transfer” arrangements. These
arrangements would lay the ground for infrastructure
development to increase the economy’s competitiveness
performance.

Utilities should be privatized to produce these services at
more affordable prices. The cost of trade should be reduced
by lowering the port fees and improving port management.
The quality of these services will undoubtedly increase
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with effective management and increased use of
technology. Investments in the infrastructure that is
required to improve high-speed communications, which
are demanded by businesses and especially universities,
should be made in collaboration with the private sector to
increase the efficiency of these services.

8. Improve Public Sector Efficiency

a. Findings

Based on the business executive's responses to the
survey, inefficient public bureaucracy is among the most
problematic factors when it comes to doing business in
the Turkish Cypriot economy. This observation indicates
that the services provided by the public lack quality and
efficiency. This situation definitely reduces the level of
trust towards public administration and erodes tax base.

b. Recommendations
Recently,anewlawhaspassedwithregardstoperformance
based promotion system for public employees. This has
been a crucial step on the way to improving efficiency in
the public sector. However, an independent supervisory
body must be established to monitor the public sector and
increase transparency. Furthermore, to clarify role and
authority, job descriptions and responsibilities should be
created for each public servant position.

Frequent turnover of public officials, as a result of
frequently held elections, makes the management
difficult and crates unrest among public servants. Thus,
reducing turnover of public officials and improving public
governance will reduce cost of the public sector, resulting
in better tolerance of bureaucracy by the community.

Labor market can also be made more efficient by providing
training to the staff. Collaboration with labor unions to
implement on-the-job training for public servants to update
their skills will also support the goal of achieving public
sector efficiency. When the public servants receive on-
the-job training to make them more marketable in changing
labor markets, and work in fair work environments, their
productivity and effectiveness will increase and the
public sector will be able to provide better services to the
community.

9. Harmonize regulations to accelerate the process of
adaptation of international standards

a. Findings
Many improvements can be made to increase the Turkish

Cypriot socio-economic life and living standards. Turkish
Cypriots face several challenges during their daily
lives, business related or not, that originate from lack of
standards. This reality reflects in their quality of life. As a
result, Turkish Cypriots enjoy a lower level of standard of
living that their earnings would buy them had there been
standards.

b. Recommendations

Globalization requires production of goods and services
that comply with certain international standards in order
to be competitive in international markets. Accordingly,
the Turkish Cypriot economy must harmonize the laws and
regulations with the EU acquis communitaire. The Turkish
Cypriots have chosen to be part of the EU. Therefore, the
EU acquis should be used as a guideline for the existing
laws and regulations to be adjusted accordingly. This
harmonization must take place regardless of the current
peace talks between the leaders of the two communities
in Cyprus, but with an attempt to better the living standards
of the Turkish Cypriots. Therefore, support of the policy
makers must be gained in the process of harmonization
and the policy makers should embrace this process. The
harmonization process will assist liberalization of the
markets, increase competitiveness, and contribute to
better utilization of the resources in the economy.

The recommendations stated above are all important
factors to increase the competitiveness of the Turkish
Cypriot economy. When these recommendations are
implemented, new opportunities for labor will be created
and income in the economy will increase. On the other
hand, the Turkish Cypriot economy will be closer to
creating a sustainable structure.
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CHAPTERV

Conclusion

The second annual competitiveness report of the Turkish Cyprioteconomy
provides a comprehensive review of the micro- and macroeconomic
indicators to determine the strengths and weaknesses of the economy.
This assessment has identified the existing barriers to competitiveness
and recommended policy measures to overcome them. The methodology
based on an executive business survey has further revealed the real
state of the Turkish Cypriot market economy.

The 2009 competitiveness assessment ranks the Turkish Cypriot
economy at a 99th place among 134 economies, which is a marked
increase over the 117th place a year ago. Although some improvements
have been noted, the Turkish Cypriot economy ranked similarly as some
of the economies with a significantly lower per capita income and living
standards, such as those of Kenya, Nigeria, Tanzania and Pakistan. This
indicates that the performance of the Turkish Cypriot economy is still at
a very low level.

Thereportidentified the following key weaknesses to the competitiveness
of the Turkish Cypriot economy: small market size due to limited scale;
macroeconomic instability; lack of business sophistication; and the
inefficiencies of the goods market. While some of these weaknesses
are related to the unresolved political status, the Turkish Cypriot
community can markedly improve the competitiveness of its economy —
independently from the solution of the political issue - by implementing
comprehensive and targeted reforms.

This finding requires active steps to be taken by the whole of the Turkish
Cypriot community to support needed economic reforms. With the right
management, the existing factors of production and human resources of
the Turkish Cypriot economy can be utilized more productively to make
the economy stronger and more competitive. Furthermore, a multi-
stakeholder forum needs to be established to promote the public-private
dialogue among the public authorities, businesses, unions, educational
institutions and other stakeholders in reaching a common vision and
reform roadmap. This will not only increase their responsibility and
accountability butalso ensure efficiencyinthe design and implementation
of the needed policies.
report may be considered as the first vital step in the establishment of
public-private dialogue.

In this sense, this competitiveness study and

Competitiveness Report on the Turkish Cypriot Economy 2009-2010

ANNEX |

Annex 1: Macroeconomic Indicators

“State Planning Organization”

“Banking Authority”

Finance Authority

Employment Office

Macroeconomic Indicators 2004 2005 2006 2007 2008
Real Growth Rate (% change) 14.2 13.8 12.7 2.8 -2.9
GDP (Million TL) 2,456 3,070 3,988 4,604 5,079
GDP per capita (Currect prices. US$) 7,934 10,325 11,522 14,553 | 16,005
Consumer Price Index (CPI,. %) 11.6 2.1 19.2 9.4 14.5
Exchange Rates (TL/€) 1.77 1.67 1.8 1.78 1.94
Exchange Rates (TL/$) 1.42 1.35 1.44 1.29 1.28
Total Deposits (Million, TL) 3,229 3,632 46,812 4,937 5,563
Total Deposits / GDP (%) 131 118 117 107 110
Total Loans (Million, TL) 1,172 1,569 2,321 2,734 3,431
Total Loans / GDP (%) 48 51 58 59 68
Loan / Deposit Rate (%) 36 43 50 55 62
Balance of Public Budget/ GDP (%) -6.1 -1.9 -10.1 -7.1 -9.3
Public Debt Stock / GDP (%) 122 89 79 100 116
Eosrg)lgn Trade Balance (Surplus +/ Deficit -) (Million 791 1187 1308 1455|  -1597
Foreign Trade Balance / GDP (%)-) -32 -39 -33 -32 -31
Slég)ent Account Balance (Surplus+/ Deficit -) (Million 14 276 203 2250 323
Current Account Balance / GDP (%) -1 -9 -5 -5 -6
Total Employment (SPO Household Labor Survey) 86,914 85,583 91,815 89,787 | 91,223
Public Administration Employment (Including Education 27.900 28.903 29106 28289 | 27,893
and Health)

Active Insured Persons 43,958 52,154 65,689 72,385 | 70,115
Number of Unemployed (SPO Estimation) 9,678 7,665 9,552 9,361 9,881
Active Registered Unemployed (Employment Office) 3,779 2,328 2,447 3,287 3,353
Number of Work Permits for Foreigners 12,429 46,010 53,030 42,779 | 33,619
Minimum Wage (TL) | e 720 g60| 950 1,190
Source:
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ANNEX II

Annex 2: Technical Notes and Sources for Competitiveness Report Hard Data (Continued)

Gross tertiary

Source/Method of
Calculation

Amount

Implied GCR Rank

Comments/Reliability of Estimate

S
o
& Annex 2: Technical Notes and Sources for Competitiveness Report Hard Data
3
c
g
3 Source/Met_hod i Amount Implied GCR Rank Comments/Reliability of Estimate
= Calculation
o
o
A . $/TL: 1.2835
GDP valued at in millions of US Calculated by Economist . )
current prices dollars/2008 using data from the "SP0" 2 123 H e e pTr:-ces LLIE G BT
Population in millions/ 2008 'SPO" 0.274 133 Population: 274,462
GDP (current per capita in US Calculated by Economist . . -
A dollars/2008 el B e S 16,005 44 Population for per capita GDP calculation : 247,283
Scheduled per Calculated by Economist This estimate is based on all scheduled flights
Available seat week originating . v L from "Ercan Airport' plus 20% of the available seat
. . : using data from the Civil 20.03 110 . . . e
kilometers inthe economy (in Aviation Office kilometers in the Greek-Cypriot Community since
o Turkish Cyni -
Telephone lines | per 100 population -2008 'SPO" 38.6 33
Public surplus/ as a percentage LRttt by ot
urp p 9 using data from the -9.34% 132 Budget Deficit (2008): 474,386,821 TL
deficit GDP/2008 . .
Finance Authority
National savings as a percentage Calculated by Economist 9 .
rate GDP/2008 using data from the "SPQ" 16.40% 89 2007 savings rate has heen used
annual percent change
Inflation in consumer price 'SPQ" 14.50% 113
—_ index/ 2008 average
28
Mid-sized, reputable bank spread calculated
as 12.58% in TRY, 6.78% in [, $ and GBP. The
Interest rate . . 0 percentage is a weighted average of the value
Shiead average interestrate | Calculated by Economist 10.24% 106 of deposits (57.2% in TRY and 42.8% in foreign
currecy) and loans (63.1% in TRY and 36.9% in
foreign currecy)
as a percentage of Calculated by Economist
Public debt 4 J using data from the 115.82% 129 Public debt in current prices (2008): 5.9 billion TRY
GDP/2008 ’ .
Finance Authority
. Calculated by Economist
Ixﬁ;g:\'se opzq;t?gﬁggg% using data from the 0 1 Malaria incidence (2008): none
hop Health Authority
. Calculated by Economist
T?::irdceur:(c)zls opzq;t?gﬁ(}gg% using data from the 95 21 Tuberculosis Incidence(2008): 26 persons
nop Health Authority
as a percentage of Calculated by Economist
HIV prevalence adults aged 15- 49 using data from the 0.04% 1 HIV prevalence(2008): 6 persons
vears/2008 Health Authaority
Infant mortality | per 1000 live births/2008 ‘SPQ" 143 61
Life expectancy at birth years /2008 Cglculated[by Econ?gplgt" 74.05 53 Life expectancy; male: 71.7% female 76.4%
Primary net primary education 'SpQ* 100% 1
enrollment enrollment rate
Education Calculated by Economist
expenditure as a percentage of GNI using data from the 6.40% 16
p Finance Authority
Secondary gross secondary
enrollment (hard | education enrollment 'SPO" 84% 80 Ratio to the population age group 15-17
data ) rate/ 2006
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e:foﬁtllr?lre:ynt education enrollment “SP0” 75% 12 Ratio to the population age group 18-22
rate/2006
%of profit tax, labor tax, | "YAGA"Northern Cyprus
Total tax rate contribution and other Doing Business Report 44% n
taxes/ 2009
’\:g::nebdeurrzfs "YAGA" Northern Cyprus
pr Doing Business Report 19 129
required to start a 2009
.
Time required to "YAGA" Northern Cyprus
aur number of days/ Doing Business Report 35 92
start a business
2009
the average rate of du Calculated by Economist Calculated based on total tariff revenue divided
Trade-weighted orim ogted value unﬁl using data from the 1.20% 3 by total value of imports for that period. Total
tariff rate perimp 12008 Trade Office and Finance 0 tariff revenue at current prices (2008):26,932,907
Authorities TL. Import of goods(2008): 1,680,657,1808 |
index on a 0-100 (worst) | .
Rigidity of scale- difficulty of YAGA N°'f‘he”‘ Lt
L Doing Business Report 14 19
employment hiring, rigidity of hours, 2009
difficulty of firing
"YAGA" Northern Cyprus
Firing costs in weeks of wages/ Doing Business Report 14 21
2009
Female . L an 00
atticipationiin as a percentage of male | Calculated by Economist 58% 108 Female participation in the labor force: 36.2%
ghe labor force participation/ using data from the "SP0" Male participation in the labor force: 62.7%
Strength . i "YAGA" Northern Cyprus
of investor s ozsall)e}o sl Doing Business Report 433 90
protection 2009
. "YAGA" Northern Cyprus
Legal rights index e 0 s Doing Business Report 4 83
scale/
2009
Mobile telephone q A
subscribers per 100 population/2008 SPO 149 8
Internet users per 100 population/2008 Economist Analysis 33.33 48
sl per 100 population/2008 Economist Analysis 2161 43
computers
Broadband
Internet per 100 population/2008 Economist Analysis 237 A
subscribers
(GDP+ value of imports-
Domestic market | the value of exports) Calculated by Economist 146 17
size index normalized on a 1-7(best) | using data from the "SP0" ’
scale/2008
Foreign market (EIECDERESEIERS Calculated by Economist
sizge index and services normalized using data frgm the "SPO" 245 132
on a 1-7(best) scale/2008 g
GDP valued . : .
Purchasing power in millions of US Calculated by Economist 5,145 127 PPeZt?rsgl’iirnSI?'ErflfiELOE:S:ITII?tev(\j/:sstlférFl(?rrltt:Is
parity (GDP at dollars/2008 using data from the "SP0" ! ! ; my
PPP) consideration.
Imports as a .
percentage of asa Egr; ;;Eto%ge g fs?:]cgu:f;teadf:)g::ﬁg?énplgt., 42.46% 69 Imports of goods (2008): US$1,681 million
GDP
ETEZ:tSaaZ if as a percentage of Calculated by Economist 23.42% 115 Export of goods and services (2008): US$ 927
P GDPQ GDP/2008 using data from the "SPO" ach million
Calculated by Economist
. per million using data from the . _
Utility patents population/2008 et B 43.80 22 Patents registered (2008): 12
Patent Office
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ANNEX 111

CHAPTER 1.1

The Global Competitiveness
Index 2009-2010:
Contributing to Long-Term
Prosperity amid the Global
Economic Crisis

XAVIER SALA-I-MARTIN
JENNIFER BLANKE

MARGARETA DRZENIEK HANOUZ
THIERRY GEIGER

IRENE MIA

World Economic Forum

The global economy continues to weather the most difficult
climate in generations. What began as a financial crisis in
the United States and the United Kingdom quickly turned
into the largest global recession in decades. World GDP is
expected to contract by a record 2.5 percent in 2009 as the
financial crisis continues to spill over into the real economy,’
engendering massive declines in consumer demand, rising
unemployment, and mounting protectionist pressures
worldwide. Although the developing world at first seemed
to be spared from the fallout of this crisis, many countries
are now facing slumping demand for their export products;
this decline is coupled with falling commodity prices and
significant reductions in foreign investment and remittances.
Moreover, a global liquidity shortage has negatively impacted
access to finance for companies and governments alike.

In this context, policymakers are being confronted with
new economic management challenges. All over the world
governments have taken an active stance in addressing the
crisis and the ensuing recession. Banks have been bailed
out or nationalized on an unprecedented scale to buffer the
immediate impact of the financial system’s collapse. These
emergency measures have been complemented by large
stimulus packages and countercyclical policies intended
to support the economy and facilitate recovery. These
developments have led observers to question the prevailing
paradigm regarding the optimal level of state involvement in
the economy.

Today's difficult economic environment underscores the
importance of not losing sight of long-term competitiveness
fundamentals amid short-term urgencies. Competitive
economies are those that have in place factors driving the
productivity enhancements on which their present and future
prosperity is built. A competitiveness supporting economic
environment can help national economies to weather
business cycle downturns and ensure that the mechanisms
enabling solid economic performance going into the future
are in place.

For the past three decades, the World Economic Forum'’s
annual competitiveness reports have examined the many
factors enabling national economies to achieve sustained
economic growth and long-term prosperity. Our goal over the
years has been to provide benchmarking tools for business
leaders and policymakers to identify obstacles to improved
competitiveness, thus stimulating discussion on strategies
to overcome them. In the current challenging economic
environment, our work serves as a critical reminder of the
importance of taking into account the consequences of our
present actions on future prosperity.

Since 2005, the World Economic Forum has based its
competitiveness analysis on the Global Competitiveness
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Index (GCI), a highly comprehensive index, which captures
the microeconomic and macroeconomic foundations of
national competitiveness.

We define competitiveness as the set of institutions,
policies, and factors that determine the level of productivity
of a country. The level of productivity, in turn, sets the
sustainable level of prosperity that can be earned by an
economy. In other words, more-competitive economies
tend to be able to produce higher levels of income for
their citizens. The productivity level also determines the
rates of return obtained by investments in an economy.
Because the rates of return are the fundamental drivers
of the growth rates of the economy, a more-competitive
economy is one that is likely to grow faster in the medium
to long run.

The concept of competitiveness thus involves static and
dynamic components: although the productivity of a
country clearly determines its ability to sustain its level
of income, it is also one of the central determinants of
the returns to investment, which is one of the key factors
explaining an economy’s growth potential.

The 12 pillars of competitiveness

The determinants of competitiveness are many and
complex. Economists have long tried to understand
what determines the wealth of nations. This attempt has
ranged from Adam Smith’s focus on specialization and
the division of labor to neoclassical economists’ emphasis
on investment in physical capital and infrastructure and,
more recently, to interest in other mechanisms such as
education and training, technological progress (whether
created within the country or adopted from abroad),2
macroeconomic stability, good governance, the rule of
law, transparent and well functioning institutions, firm
sophistication, demand conditions, market size, and many
others. Each of these conjectures rests on solid theoretical
foundations. The central point, however, is that they are
not mutually exclusive—two or more of them could be true
at the same time. Hundreds of econometric studies show
that many of these conjectures are, in fact, simultaneously
true 3.This also can partly explain why, despite the present
global economic crisis, we do not necessarily see large
swings in competitiveness rankings, particularly among
countries that have already put into place many of the
elements driving productivity.

The GCI captures this open-ended dimension by providing
a weighted average of many different components, each of
which reflects one aspect of the complex concept that we
call competitiveness. We group all these components into

12 pillars of competitiveness:

First pillar: Institutions

The institutional environmentis determined by the legal and
administrative framework within which individuals, firms,
and governments interact to generate income and wealth
in the economy. The importance of a solid institutional
environment has become even more apparent during the
current crisis, given the increasingly direct role played by
the state in the economy of many countries.

The quality of institutions has a strong bearing on
competitiveness and growth.* It influences investment
decisions and the organization of production and plays a
central role in the ways in which societies distribute the
benefits and bear the costs of development strategies and
policies. For example, owners of land, corporate shares,
or intellectual property are unwilling to invest in the
improvement and upkeep of their property if their rights as
owners are insecure.?

The role of institutions goes beyond the legal framework.
Government attitudes toward markets and freedoms, and
the efficiency of its operations, are also very important:
excessive bureaucracy and red tapeS® overregulation,
corruption, dishonesty in dealing with public contracts,
lack of transparency and trustworthiness, and the political
dependence of the judicial system impose significant
economic costs to businesses and slow the process of
economic development.” Proper management of the public
finances is also critical to ensuring trust in the national
business environment. We include indicators capturing the
quality of government management of the public finances
to complement the measures of macroeconomic stability
captured by pillar 3 below.

Although the economic literature has mainly focused on
public institutions, private institutions are also an important
element in the process of wealth creation. The recent
global financial crisis, along with numerous corporate
scandals, has highlighted the relevance of accounting
and reporting standards and transparency for preventing
fraud and mismanagement, ensuring good governance,
and maintaining investor and consumer confidence. An
economyiswell served by businessesthatare run honestly,
where managers abide by strong ethical practices in their
dealings with the government, other firms, and the public.®
Private-sector transparency is indispensable to business,
and can be brought about through the use of standards
as well as auditing and accounting practices that ensure
access to information in a timely manner.3

Second pillar: Infrastructure
Extensive and efficient infrastructure is an essential driver
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of competitiveness. It is critical for ensuring the effective
functioning of the economy, as it is an important factor
determining the location of economic activity and the kinds
of activities or sectors that can develop in a particular
economy. Well-developed infrastructure reduces the
effect of distance between regions, with the result of truly
integrating the national market and connecting it at low
cost to markets in other countries and regions. In addition,
the quality and extensiveness of infrastructure networks
significantly impact economic growth and reduce income
inequalities and poverty in a variety of ways.'0 In this
regard; a well-developed transport and communications
infrastructure network is a prerequisite for the ability of
less-developed communities to connect to core economic
activities and basic services.

Effective modes of transport for goods, people, and
services such as quality roads, railroads, ports, and air
transport enable entrepreneurs to get their goods and
services to market in a secure and timely manner, and
facilitate the movement of workers to the most suitable
jobs. Economies also depend on electricity supplies that
are free of interruptions and shortages so that businesses
and factories can work unimpeded. Finally, a solid and
extensive telecommunications network allows for a rapid
and free flow of information, which increases overall
economic efficiency by helping to ensure that businesses
can communicate, and that decisions made by economic
actors take into account all available relevant information.
This is an area where the crisis may prove to have positive
longer-term effects, given the central role of infrastructure
development in many of the national stimulus packages in
countries such as the United States and China.

Third pillar: Macroeconomic stability

The stahility of the macroeconomic environment is
important for business and, therefore, is important for
the overall competitiveness of a country." Although it is
certainly true that macroeconomic stability alone cannot
increase the productivity of a nation, it is also recognized
that macroeconomic disarray harms the economy. The
government cannot provide services efficiently if it has to
make high-interest payments on its past debts. Running
fiscal deficits limits the government’'s future ability to
react to business cycles. Firms cannot operate efficiently
when inflation rates are out of hand. In sum, the economy
cannot grow in a sustainable manner unless the macro
environment is stable. It is important to note that this
pillar focuses only on macroeconomic stability, so it does
not directly take into account the way in which public
accounts are managed by the government. This qualitative
dimension is captured in the public institutions sub-pillar
described above.

Fourth pillar: Health and primary education

A healthy workforce is vital to a country’s competitiveness
and productivity. Workers who are ill cannot function to
their potential and will be less productive.

Poor health leads to significant costs to business, as sick
workers are often absent or operate at lower levels of
efficiency. Investment in the provision of health services
is thus critical for clear economic, as well as moral,
considerations.'?

In addition to health, this pillar takes into account the
quantity and quality of basic education received by the
population, which is increasingly important in today's
economy. Basic education increases the efficiency of
each individual worker. Moreover, workers who have
received little formal education can carry out only simple
manual work and find it much more difficult to adapt to
more advanced production processes and techniques.
Lack of basic education can therefore become a constraint
on business development, with firms finding it difficult to
move up the value chain by producing more-sophisticated
or value-intensive products.

For the longer term, it will be essential to avoid significant
reductions in resource allocation to these critical areas,
given that government budgets in many countries will
need to be cut to reduce public debt brought about by the
present stimulus spending.

Fifth pillar: Higher education and training

Quality higher education and training is crucial for
economies that want to move up the value chain beyond
simple production processes and products.’3 In particular,
today’s globalizing economy requires economies to
nurture pools of well-educated workers who are able to
adapt rapidly to their changing environment. This pillar
measures secondary and tertiary enrollment rates as well
as the quality of education as assessed by the business
community. The extent of staff training is also taken into
consideration because of the importance of vocational
and continuous on-the-job training—which is neglected
in many economies—for ensuring a constant upgrading
of workers’ skills to the changing needs of the evolving
economy.

Sixth pillar: Goods market efficiency

Countries with efficient goods markets are well positioned
to produce the right mix of products and services given
supply-and-demand conditions, as well as to ensure
that these goods can be most effectively traded in the
economy. Healthy market competition, both domestic and
foreign, is important in driving market efficiency and thus
business productivity, by ensuring that the most efficient
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firms, producing goods demanded by the market, are
those that thrive. The best possible environment for the
exchange of goods requires a minimum of impediments
to business activity through government intervention. For
example, competitiveness is hindered by distortionary or
burdensome taxes and by restrictive and discriminatory
rules on foreign direct investment (FDI) limiting foreign
ownership—as well as on international trade. The
economic slowdown, with the consequent drop in trade
and rise in unemployment, has increased the pressure on
governments to adopt measures to protect domestic firms
and jobs. Yet limiting global trade would not only amplify
the current downturn, but in the longer term it would also
reduce growth—in particular in developing countries.

Market efficiency also depends on demand conditions
such as customer orientation and buyer sophistication.
For cultural reasons, customers in some countries may
be more demanding than in others. This can create an
important competitive advantage, as it forces companies
to be more innovative and customer oriented and thus
imposes the discipline necessary for efficiency to be
achieved in the market.

Seventh pillar: Labor market efficiency

The efficiency and flexibility of the labor market are critical
for ensuring that workers are allocated to their most
efficient use in the economy and provided with incentives
to give their best effort in their jobs. Labor markets must
therefore have the flexibility to shift workers from one
economic activity to another rapidly and at low cost,
and to allow for wage fluctuations without much social
disruption.'* Efficient labor markets must also ensure a
clear relationship between worker incentives and their
efforts, as well as the best use of available talent which
includes equity in the business environment between
women and men.'®

Eighth pillar: Financial market sophistication

The present economic crisis has highlighted the central
role of a sound and well-functioning financial sector for
economic activity. An efficient financial sector allocates
the resources saved by a nation’s citizens as well as those
entering the economy from abroad to their most productive
uses. It channels resources to those entrepreneurial or
investment projects with the highest expected rates of
return, rather than to the politically connected. A thorough
and proper assessment of risk is therefore a key ingredient.
Business investment is critical to productivity. Therefore
economies require sophisticated financial markets thatcan
make capital available for private-sector investment from
such sources as loans from a sound banking sector, well-
regulated securities exchanges, venture capital, and other

financial products. This has been once again underscored
by the liquidity crunch experienced by businesses and
the public sector in developing and developed countries
in recent times. In order to fulfill all those functions, the
banking sector needs to be trustworthy and transparent,
and—as has been made so clear recently—financial
markets need appropriate regulation to protect investors
and other actors in the economy at large.

Ninth pillar: Technological readiness

This pillar measures the agility with which an economy
adopts existing technologies to enhance the productivity
of its industries.'S. In today’s globalized world, technology
has increasingly become an important element for firms
to compete and prosper. In particular, information and
communication technologies (ICT) have evolved into the
“general purpose technology” of our time, ' given the
critical spillovers to the other economic sectors and their
role as efficientinfrastructure for commercial transactions.
Therefore ICT access (including the presence of an ICT-
friendly requlatory framework) and usage are included in
the pillar as essential components of economies’ overall
level of technological readiness.

In this context, whether the technology used has or has not
been developed within national borders is irrelevant for its
effect on competitiveness. The central point is that the
firms operating in the country have access to advanced
products and blueprints and the ability to use them. Among
the main sources of foreign technology, FDI often plays a
key role. In this respect, it is particularly worrisome that,
after four years of solid growth resulting in a record global
FDI stock of US$1.9 trillion in 2007, FDI has declined by an
estimated 15 percent in 2008 with further deterioration
expected for 2009, especially for developing countries.
This development is due to shortages in finance and a
more risk averse attitude of businesses.'®

It is important to note that, in this context, the level
of technology available to firms in a country needs to
be distinguished from the country’s ability to innovate
and expand the frontiers of knowledge. That is why we
separate technological readiness from innovation, which
is captured in the 12th pillar below.

Tenth pillar: Market size

The size of the market affects productivity because
large markets allow firms to exploit economies of scale.
Traditionally, the markets available to firms have been
constrained by national borders. In the era of globalization,
international markets have become a substitute for
domestic markets, especially for small countries. There
is vast empirical evidence showing that trade openness

Competitiveness Report on the Turkish Cypriot Economy 2009-2010

Competitiveness Report



Competitiveness Report

is positively associated with growth. Even if some
recent research casts doubts on the robustness of this
relationship, the general sense is that trade has a positive
effect on growth, especially for countries with small
domestic markets.'®

Thus, exports can be thought of as a substitute for
domestic demand in determining the size of the market for
the firms of a country.?2 In today’s highly interdependent
world, recovery from the present downturn will require
that countries increase the amount of goods that they
purchase from each other, thus spurring demand. Further
lowering barriers to trade would support this process.

By including both domestic and foreign markets in our
measure of market size, we give credit to export driven
economies and geographic areas (such as the European
Union) that are broken into many countries but have one
common market.

Eleventh pillar: Business sophistication

Business sophistication is conducive to higher efficiency
in the production of goods and services. This leads, in
turn, to increased productivity, thus enhancing a nation’s
competitiveness. Business sophistication concerns the
quality of a country’s overall business networks as well as
the quality of individual firms’ operations and strategies.
It is particularly important for countries at an advanced
stage of development, when the more basic sources of
productivity improvements have been exhausted to a
large extent. The quality of a country’s business networks
and supporting industries, which we capture by using
indicators of the quantity and quality of local suppliers
and the extent of their interaction, is important for a
variety of reasons. When companies and suppliers from
a particular sector are interconnected in geographically
proximate groups (“clusters”), efficiency is heightened,
greater opportunities for innovation are created, and
barriers to entry for new firms are reduced. Individual
firms’ operations and strategies (branding, marketing, the
presence of a value chain, and the production of unique
and sophisticated products) all lead to sophisticated and
modern business processes.

Twelfth pillar: Innovation

The final pillar of competitiveness is innovation. Although
substantial gains can be obtained by improving institutions,
building infrastructure, reducing macroeconomic
instability, or improving human capital, all these factors
eventually seem to run into diminishing returns. The
same is true for the efficiency of the labor, financial, and
goods markets. In the long run, standards of living can be
expanded only with innovation. Innovation is particularly

important for economies as they approach the frontiers of
knowledge and the possibility of integrating and adapting
exogenous technologies tends to

disappear.?!

Although less-advanced countries can still improve their
productivity by adopting existing technologies or making
incremental improvements in other areas, for those that
have reached the innovation-driven stage of development,
this is no longer sufficient to increase productivity. Firms
in these countries must design and develop cutting-
edge products and processes to maintain a competitive
edge. This requires an environment that is conducive
to innovative activity, supported by both the public and
the private sectors. In particular, this means sufficient
investment in research and development (R&D) especially
by the private sector, the presence of high-quality
scientific research institutions, extensive collaboration
in research between universities and industry, and the
protection of intellectual property. In this time of crisis,
it will be important to resist pressures to cut back on the
R&D spending both at the private and public levels that will
be so critical for sustainable growth going into the future.

The interrelation of the 12 pillars

Although the 12 pillars of competitiveness are described
separately, this should not obscure the fact that they
are not independent: not only are they related to each
other, but they tend to reinforce each other. For example,
innovation (12th pillar) is not possible in a world without
institutions (1st pillar) that guarantee intellectual property
rights, cannot be performed in countries with a poorly
educated and poorly trained labor force (5th pillar), and is
more difficult in economies with inefficient markets (6th,
7th, and 8th pillars) or without extensive and efficient
infrastructure (2nd pillar). Although the actual construction
of the Index will involve the aggregation of the 12 pillars
into a single index, measures are reported for the 12
pillars separately because offering a more disaggregated
analysis can be more useful to countries and practitioners:
such an analysis gets closer to the actual areas in which a
particular country needs to improve.

Stages of development and the weighted Index

It is clear that different pillars affect different countries
differently: the best way for Burkina Faso to improve its
competitiveness is not the same as the best way for
Switzerland. This is because Burkina Faso and Switzerland
are in different stages of development: as countries move
along the development path, wages tend to increase and,
in order to sustain this higher income, labor productivity
must improve.?2
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According to the GCI, in the first stage, the economy
is factor-driven and countries compete based on their
factor endowments: primarily unskilled labor and natural
resources. Companies compete onthe basis of price and sell
basic products or commodities, with their low productivity
reflected in low wages. Maintaining competitiveness at this
stage of development hinges primarily on well-functioning
public and private institutions (pillar 1), well-developed
infrastructure (pillar 2), a stable macroeconomic framework
(pillar 3), and a healthy and literate workforce (pillar 4).

As wages rise with advancing development, countries
move into the efficiency-driven stage of development,
when they must begin to develop more efficient production
processes and increase product quality. At this point,
competitiveness is increasingly driven by higher education
and training (pillar 5), efficient goods markets (pillar 6), well-
functioning labor markets (pillar 7), sophisticated financial
markets (pillar 8), a large domestic and/or foreign market
(pillar 10), and the ability to harness the benefits of existing
technologies (pillar 9).

Finally, as countries move into the innovation-driven stage,
they are able to sustain higher wages and the associated
standard of living only iftheir businesses are able to compete
with new and unique products. At this stage, companies
must compete through innovation (pillar 12), producing new
and different goods using the most sophisticated production
processes (pillar 11). The concept of stages of development
is integrated into the Index by attributing higher relative
weights to those pillars that are relatively more relevant for
a country given its particular stage of development. That
is, although all 12 pillars matter to a certain extent for all
countries, the relative importance of each one depends
on a country’s particular stage of development. To take
this into account, the pillars are organized into three sub-
indexes, each critical to a particular stage of development.

The basic requirements sub-index groups those pillars
most critical for countries in the factor-driven stage. The
efficiency enhancers’ sub-index includes those npillars
critical for countries in the efficiency-driven stage. And the
innovation and sophistication factors sub-index includes
the pillars critical to countries in the innovation- driven
stage.

Table 1: Weights of the three main sub-indexes at each stage of development

Sub-Index Factor driven Efficiency driven Innovation driven
stage (%) stage (%) stage (%)

Basic requirements 60 40 20

Efficiency enhancers 35 50 50

Innovation and sophistication factors 5 10 30

To obtain the precise weights, a maximum likelihood
regression of GDP per capita was run against each sub-
index for past years, allowing for different coefficients
for each stage of development.23.The rounding of these
econometric estimates led to the choice of weights
displayed in Table 1.

Implementation of stages of development: Smooth
transitions

Countries are allocated to stages of development based
on two criteria. The first is the level of GDP per capita at

market exchange rates. This widely available measure is
used as a proxy for wages, as internationally comparable
data for the latter are not available for all countries
covered. The precise thresholds are shown in Table 2.A
second criterion measures the extent to which countries
are factor driven. We proxy this by the share of exports
of mineral goods in total exports (goods and services) and
assume that countries that export more than 70 percent of
mineral products (measured using a five-year average) are
to a large extent factor driven.24

Table 2: Income thresholds for establishing stages of development

Stage of development

GDP per capita (in US$)

Stage 1: Factor driven < 2,000
Transition from Stage 1 to Stage 2 2,000-3,000
Stage 2: Efficiency driven 3,000-9,000
Stage 3: Innovation driven > 17,000
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Countries falling in between two of the three stages are
considered to be “in transition.” For these countries, the
weights change smoothly as a country develops, reflecting
the smooth transition from one stage of development to
another. By introducing this type of transition between
stagesintothe model—thatis, by placingincreasingly more
weight on those areas that are becoming more important

for the country’s competitiveness as it develops—the
Index can gradually “penalize” those countries that are
not preparing for the next stage. The classification of
countries into stages of development is shown in Table 3.

Table 3: List of countries/economies at each stage of development

Stage 1 Transition from Stage 2 Transition from Stage 3
1to2 1to2

Bangladesh Algeria Albania Bahrain Australia
Benin Azerbaijan Argentina Barbados Austria
Bolivia Botswana Armenia Chile Belgium
Burkina Faso Brunei Darussalam Bosnia and Herze- Croatia Canada
Burundi Egypt govina Hungary Cyprus
Cambodia Georgia Brazil Latvia Czech Republic
Cameroon Guatemala Bulgaria Lithuania Denmark
Chad Indonesia China Mexico Estonia
Cote d’lvoire Jamaica Colombia Oman Finland
Ethiopia Kazakhstan Costa Rica Poland France
Gambia, The Kuwait Dominican Republic Romania Germany
Ghana Libya Ecuador Russian Federation Greece
Guyana Morocco El Salvador Turkey Hong Kong SAR
Honduras Paraguay Jordan Uruguay Iceland
India Qatar Macedonia, FYR Ireland
Kenya Saudi Arabia Malaysia Israel
Kyrgyz Republic Syria Mauritius Italy
Lesotho Venezuela Montenegro Japan
Madagascar Namibia Korea, Rep.
Malawi Panama Luxembourg
Mali Peru Malta
Mauritania Serbia Netherlands
Mongolia South Africa New Zealand
Mozambique Suriname Norway
Nepal Thailand Portugal
Nicaragua Tunisia Puerto Rico
Nigeria Ukraine Singapore
Pakistan Slovak Republic
Philippines Slovenia
Senegal Spain
Sri Lanka Sweden
Tajikistan Switzerland
Tanzania Taiwan, China
Timor-Leste Trinidad and Tobago
Uganda United Arab Emirates
Vietnam United Kingdom
Zambia United States
Zimbabwe
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CHAPTER 1.2

The Executive Opinion
Survey:

Capturing the Views of the
Business Community

CIARA BROWNE, Diinya Ekonomik Forumu
THIERRY GEIGER, Diinya Ekonomik Forumu

The Global Competitiveness Report has, over the last
three decades, become one of the world's most respected
assessments of national competitiveness, providing a mirror
image of a nation’s economic environment and its ability to
achieve sustained levels of prosperity and growth. In view
of presenting an image that is as close to reality as possible,
the World Economic Forum draws its data from two sources:
international hard data sources and the Executive Opinion
Survey (Survey).The Survey is a unique tool for capturing
timely and vital information that is not available on a global
level. It captures the perception of business executives
about the environment in which they operate, thus imparting
a unique source of insight about the competitiveness of their
economy.

The World Economic Forum has conducted the annual Survey
for30years. The Survey has evolved over time to capture new
data points essential to the Global Competitiveness Index and
several other projects. The Survey has also expanded in its
scope of completion, achieving this year a record sample of
over 13,000 surveys from 133 countries between January and
May 2009. Following the editing process (see below), a total
of 12,614 surveys were retained. This represents an average
of 95 respondents per country. Table 1 shows key attributes
of the Survey respondents for the 2009 dataset.

The Survey is divided into 13 sections related to the 12 pillars
of the Global Competitiveness Index, and includes a general
“About your company” section capturing information about
the respondent’s company as well. The data gathered thus
provide a unique source of insight and a qualitative portrait
of each nation’s economic and business environment, and
how it compares with the situation in other countries. Given
the scope of the Survey's coverage and in order to maximize
its outreach, it is translated into more than 20 languages.

Geographic expansion

In 1979, on the occasion of the Forum's 10th anniversary,
the first competitiveness report using survey data covering
just 16 European countries was launched. Thirty years
later, the Survey is conducted in 133 economies from all
the world’s regions (see Figure 1 for details).This year the
Report does not, for the first time in many years, include
any new countries although continued efforts are made to
cover those not yet included.1 Although the Forum aims to
present comprehensive international coverage, expansion
to additional countries may be constrained by the absence
of adequate infrastructure to support the Survey process in
some areas, and also because some of the hard data sources
arethemselves notavailable for some countries. Furthermore,
the first quarter of 2009 was a difficult time for conducting a
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survey given the business executives’ concerns related
to the global economic downturn. Nonetheless, the 133
economies included in the Report account for more than

| 2009 coverage

Survey structure and methodology

The Survey is reviewed and streamlined every year to
reflectthe variables capturedinthe Global Competitiveness
Index (GCI), which is at the heart of this Report. The 2009
Survey was very much aligned with the previous edition.

Most questions in the Survey follow a structure asking
participants to evaluate, on a scale of 1to 7, one particular
aspect of their operating environment. At one end of the
scale, 1 represents the worst possible situation, and at the
other end of the scale, 7 represents the best (see Box 1 for
an example).

In view of reaching out to business executives at national
level, the Forum has established a close collaboration
with its network of over 150 Partner Institutes that
administer the Executive Opinion Survey in their
respective countries. The Partner Institutes are, for the
most part, recognized economics departments of national
universities, independent research institutes, or business
organizations.2 The valuable collaboration helps to ensure
thatthe Survey is conducted in a consistent manner across
the globe. In addition, the Partner Institutes also take an

98 percent of the world's total gross domestic product,
demonstrating that the findings are indeed global in scope.

active part in disseminating the findings of the various
competitiveness report series by holding events or press
conferences to explain the results at the national level. The
further dissemination outreach allows the Report’s findings
to be used as a tool for improving the competitiveness
outlook in each country, whether by the policymaker or the
business executive.
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Box 1: Example of a typical Survey question

How would you rate the intellectual property protection,
including anti-counterfeiting measures, in your country?

Very weak < 1234567 > Very strong

Circling 1...means you agree completely with the answer on
the left-hand side

Circling 2...means you largely agree with the left-hand side

Circling 3...means you somewhat agree with the left-hand
side

Circling 4...means your opinion is indifferent between the
two answers

Circling 5...means you somewhat agree with the right-hand
side

Circling 6....means you largely agree with the right-hand
side

Circling 7...means you agree completely with the answer on
the right-hand side

To this end, and in order to obtain a representative and
comparable sample of Survey responses from each
economy, the Partner Institutes are each year required to
follow a detailed set of guidelines. The process has been
in constant review with the advice of an internationally
renowned survey consultancy and in collaboration between
the World Economic Forum and the Institute of Strategy
and Competitiveness at the Harvard Business School.3
In this way, the process is moving toward a best practice
procedure, ensuring greater data accuracy and allowing
for more robust comparison across economies.

The Survey sampling follows a dual stratification based
on the size of the company and the sector of activity.4
Specifically, the Survey sampling guidelines ask the Partner
Institutes to carry out the following steps:

1. Prepare a “sample frame,” or large list of potential
respondents, which includes firms representing the
main sectors of the economy (agriculture, manufacturing
industry, non-manufacturing industry, and services).

2. Separate the frame into two lists: one that includes only
large firms, and a second list that includes all other firms
(both lists representing the various economic sectors).5

3. Based on these lists, and in view of reducing survey bias,
choose a random selection of these firms to receive the
Survey.6

An additional feature of the 2009 Executive Opinion Survey
process was to ask the Partner Institute to collect a

combination of random respondents with some repeat
respondents for further comparative analysis. Despite
the significantly increased complexity of the process this
year, the 2009 Survey guidelines were carefully followed
by a large majority of Partner Institutes, improving the
robustness of the sample.

Beyond the sampling guidelines, the actual administration
of the Survey to the selected group of companies is tailored
at the national level to differences in infrastructure,
distance, cultural preferences, and other such factors. For
example, in some instances, the Partner Institute may deem
that face-to-face interviews with business executives are
the most effective method, as opposed to a mailing or
telephone interview method, or offering the online version
as an alternative.

Over the past year, the online completion of the Survey has
increased further. Specifically, this year there has been
an increase of 7 percentage points—online participation
now represents 27 percent of all responses, with over 10
countries using the online system solely and 27 percent of
countries having an online usage above 70 percent. The
online Survey is available in 15 languages.

Who else uses the Executive Opinion Survey?

The Survey data used for the calculation of the Global
Competitiveness Index as the backbone of The Global
Competitiveness Report is also used as a prime data
source for the Forum’s industry-specific reports, including
The Global Information Technology Report, The Travel
& Tourism Competitiveness Report, The Global Enabling
Trade Report, The Gender Gap Report, and The Financial
Development Report. The data are also used extensively for
regional studies. Most recently, the Forum published The
Mexico Competitiveness Report, The Brazil Competitiveness
Report, The Africa Competitiveness Report, and The Lishon
Review.

In addition, the Executive Opinion Survey data have long
served a number of international and national organizations,
government bodies, academia, and private-sector
companies for their policy or strategy review. For example,
the data are used for the elaboration of the renowned
Corruption Perceptions Index and the International Bribe
Payers Index published by Transparency International

and for the global review of business perceptions and the
response to the HIV/AIDS epidemic produced by Harvard
School of Public Health in collaboration with the Forum’s
Global Health Initiative, as well as a number of academic
publications.
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Finally, an increasing number of national competitiveness
reports that make use of or refer to the Executive Opinion
Survey data are being published worldwide.

Data treatment and score computation.

The previous sections described how the Survey is actually
conducted and the data collected. The following pages
describe in detail how the data are then processed to arrive
at country-level scores. These results,7 together with hard
data indicators, then feed into the GCI, as well as other
projects as described above.

Data editing

The collected respondent-level data are subjected to a
careful editing process. The first editing rule consists of
excluding those surveys with a completion rate inferior to
50 percent.8 This is because partially completed surveys
likely demonstrate a lack of sufficient focus on the part
of the respondent. In a second step, a multivariate outlier
analysis is applied to the data using the Mahalanobis
distance technique. This test assesses whether each
individual survey is representative, given the overall sample
of survey responses in the specific country, and allows for
the deletion of clear outliers
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CHAPTER 2.1

How to Read the Country/Economy Profiles

The Country Profiles section presents a two-page profile
for each of the 133 economies covered by The Global
Competitiveness Report 2009-2010.

Page 1

@ Key indicators
The first section presents a selection of key indicators:

e Population figures come from the United Nations
Population Fund (UNFPA)'s State of World Population
2008 and the Economist Intelligence Unit's Country Data
Database.

* Macroeconomic data come from the April 2009 edition of
the International Monetary Fund (IMF)'s World Economic
Outlook.

e The chart on the upper right-hand side displays the
evolution of GDP per capita adjusted for purchasing power
parity (PPP), from 1980 through 2008 (or the period for
which data are available) for the economy under review
(blue line).The source for these figures is the April 2009
edition of the IMF's World Economic Outlook. Note that
no data are available for Puerto Rico. The black line plots
the aggregate performance of the group of economies
to which the economy under review belongs. We draw
on the World Bank’s classification of economies, which
divides the world into six regions (“East Asia and the
Pacific,” “Europe and Central Asia,” “Latin America and
the Caribbean,” “Middle East and

North Africa,” “South Asia,” and “Sub-Saharan Africa”)
and two income groups (“high-income OECD” and “other
high income”). In some cases, a different comparator
than the economy’s corresponding group is used. GDP
aggregates (available only through 2007) are from the
World Bank's World Development Indicators Online
Database (data retrieved in August 2009).

Albania
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@ Global Competitiveness Index

This section details the country’s performance on the
various components of the Global Competitiveness Index
(GCI).The first column shows the country’s ranks among
the 133 economies, while the second column presents
the scores. For more information on the methodology
and results of the GCI, please refer to Chapter 1.1 of this
Report. On the right-hand side, a chart shows the country’s
performance inthe 12 pillars of the GCl (blue line) measured
against the average scores across all the countries in the
same stage of development (black line).

© The most problematic factors for doing business

This chart summarizes those factors seen by business
executives as the most problematic for doing business
in their economy. The information is drawn from the 2009
edition of the World Economic Forum’s Executive Opinion
Survey. From a list of 15 factors, respondents were asked
to select the five most problematic and to rank those from
1 (most problematic) to 5.The results were then tabulated
and weighted according to the ranking assigned by
respondents.
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Page 2
O The Global Competitiveness Index in detail

This page presents the rank achieved by a country on
each of the indicators entering the composition of the
GCI. Indicators are organized by pillar. Please refer to the
appendix of Chapter 1.1 for the detailed structure of the
GCI. Next to the rank, a colored square indicates whether
the indicator constitutes an advantage (blue square) or a
disadvantage (black square) for the country. In order to
identify variables as advantages or disadvantages, the
following rules were applied:

* For those economies ranked in the top 10 in the overall
GCl, individual variables ranked from 1 through10 are
considered to be advantages. Any variables ranked below
10 are considered to be disadvantages. For instance,
in the case of the United States—which is ranked 2nd
overall—its 3rd rank in the variable Local availability of
specialized research and training services makes this
variable a competitive advantage, whereas the Number
of procedures required to start a business, on which it
ranks 26th, constitutes a competitive disadvantage for the
country.

* For those economies ranked from 11 through 50 in the
overall GCI, variables ranked higher than the economy’s
own rank are considered to be advantages. Any variables
ranked equal to or lower than the economy's overall
rank are considered to be disadvantages. In the case of
United Arab Emirates, ranked 23rd overall, its rank of 11th
for Quality of overall infrastructure makes this variable
a competitive advantage. On the other hand, Tertiary
enrollment, for which United Arab Emirates ranks 81st,
represents a competitive disadvantage.

* For those economies ranked lower than 50 in the overall
GCI, any individual variables ranked higher than 51 are
considered to be advantages. Any variables ranked lower
than 50 are considered disadvantages. For Vietnam, ranked
75th overall, variable Burden of government regulation
constitutes a disadvantage (106th), whereas the variable
Telephone line (which shows 32.7 per 100 populations, 36th
rank) constitutes a competitive advantage.

For indicators allocated a half-weight in the GCI, only the
first instance is shown on this page. For further analysis,
the Data Tables in the following section of the Report
provide detailed rankings and scores for all the variables
of the GCI.
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Notes

1 IMF 2009a.

2 Schumpeter 1942; Solow 1956; and Swan 1956.

3 See, for example, Sala-i-Martin et al. 2004 for an ex-
tensive list of potential robust determinants of economic
growth.

4 See Easterly and Levine 1997; Acemoglu et al. 2001, 2002;
Rodrik et al. 2002; and Sala-i-Martin and Subramanian 2003.
5 See de Soto 2000.

6 See de Soto and Abbot 1990.

7 In this pillar, one Survey-based variable capturing the
efficiency of the legal framework for (1) settling disputes
and (2) challenging the legality of government actions and/
or regulations has been replaced by two variables, each
capturing one of the issues more specifically.

8 See Shleifer and Vishny 1997; Zingales 1998.

9 See Kaufmann and Vishwanath 2001.

10 See Aschauer 1989; Canning et al. 1994; Gramlich 1994;
and Easterly 2002.

11 See Fischer 1993.

12 See Sachs 2001.

13 See Schultz 1961; Lucas 1988; Becker 1993; and Kremer
1993.

14 See Almeida and Carneiro 2009; Amin 2009; and Kaplan
2009 for country studies demonstrating the importance of
flexible labor markets for higher employment rates and,
therefore, economic performance.

15 Data previously included in this pillar measuring non-
wage labor costs have been excluded this year, as they
are no longer collected by the World Bank Doing Business
group.

16 See Aghion and Howitt 1992 and Barro and Sala-i-Mar-
tin 2003 for a technical exposition of technology-based
growth theories.

17 A general purpose technology (GPT), according to Tra-
jtenberg (2005), is one which in any given period makes a
particular contribution to overall economy’s growth thanks
to its ability to transform the methods of production in a
wide array of industries. Examples of GPTs have been the
invention of the steam engine and the electric dynamo.

18 See UNCTAD 2009.

19 See Sachs and Warner 1995; Frenkel and Romer 1999,
Rodrik and Rodriguez 1999; Alesina et al. 2005; and Feyrer
2009. 20 This is particularly important in a world in which
economic borders are not as clearly delineated as politi-
cal ones. In other words, when Belgium sells goods to the
Netherlands, the national accounts register the transac-
tion as an export (so the Netherlands is a foreign market of
Belgium), but when California sells the same kind of output
to Nevada, the national accounts register the transaction
as domestic (so Nevada is a domestic market of California).

21 See Romer 1990; Grossman and Helpman 1991; and
Aghion and

Howitt 1992.

22 Probably the most famous theory of stages of develop-
ment was developed by the American historian W. W. Ros-
tow in the 1960s (see Rostow 1960). Here we adapt Michael
Porter's theory of stages (see Porter 1990). Please see
Chapter 1.1 of The Global Competitiveness Report 2007-
2008 for a complete description of how we have adapted
Michael Porter’s theory for the present application.

23 Some restrictions were imposed on the coefficients es-
timated. For example, the three coefficients for each stage
had to add up to one, and all the weights had to be non-
negative.

24 In order to capture the resource intensity of the econ-
omy, we use as a proxy the exports of mineral products
as a share of overall exports according to the sector clas-
sification developed by the International Trade Centre in
their Trade Performance Index. In addition to crude oil and
gas, this category also contains all metal ores and other
minerals as well as petroleum products, liquefied gas,
coal, and precious stones. The data used cover the years
2003 through 2007. Further information on these data can
be found at the following site: http://www.intracen.org/
menus/ countries.htm.
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